








THIS MONTH'S COVER 


Mr. Allen, whose picture appears on the cover, is 
one of the very few remaining career men serving the 
government in top-ranking executive positions in the 
Internal Revenue Service. He has served in the Bureau 
of Internal Revenue since January, 1917, and has been 
38 years in the government service. He was Agent in 
Charge, Upper N. Y. Division, Internal Revenue Serv- 
ice, for the 16 years immediately preceding his present 
assigninent, after having successfully served the Bureau 
as Special Assistant to the Commissioner; Head, Ad- 
ministrative Division; Assistant Deputy Commissioner; 


Deputy Commissioner, and in other assignments. 


With his long experience in both the Field and in 
the Bureau, and with his widely recognized knowledge 
of the Federal Income, Estate and Gift.Tax Laws and 


their administrative procedure, Mr. Allen’s continuing 


loyal service to the government, in this period of 


increasing tax complexities, is worthy of note. 
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Tis magazine is 
published to promote 
sound thought in eco- 
inomic, legal and ac- 
counting principles 
irelating to all federal 
and state taxation. To 
this end it contains 
signed articles on tax 
subjects of current 
interest, reports on 
jpending State tax legis- 
lation, interpretations 
iof tax laws, and other 
jtax information. 
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EMPLOYEE BENEFIT PLANGT 





kK MPLOYEE BENEFIT PLANS, in addi- 
4 tion to providing pensions for employees 
upon their retirement, often provide death 
benefits to widows or other dependents of 
the employees. These benefits may take the 
form of lump sum payments, an annuity, or 
both. The benefits may be paid directly 
by the employer or through a trust created 
by him, or through the purchase of life 
insurance policies or joint and survivor an- 
nuity contracts. The benefits may be vested, 
or contingent upon the employee’s remaining 
in the employment, or upon the plan’s being 
kept in effect until the death of the em- 
ployee. The beneficiary may be designated 
by the employer or by the employee. The 
rights of the beneficiary may be dependent 
upon an election by the employee to receive 
a joint and survivor income instead of an 
ordinary life annuity. 


Many tax questions arise in connection 
with these benefits. They involve questions 
of income, estate and gift taxes. Are such 
benefits subject to the income tax? If so, 
when are they taxable and to whom are they 
taxable? Are they subject to the estate tax? 
If the employee has designated the benefi- 
ciary or made an election to receive a joint 
and survivor income arrangement on be- 
half of himself and his wife, has he made 
a gift that is subject to the gift tax, and 
if so, in what year was the gift made? 
Due to the growth in the popularity of em- 
ployee benefit plans in recent years, the im- 
portance of these questions is apparent. It 
is surprising that there is such a paucity of 
authority. In many cases one can only spec- 
ulate as to the position of the Bureau of 
Internal Revenue and the holdings of the 
courts. Possibly clarifying legislation is 
needed. If so, what policies should be fol- 
lowed and what form should such legislation 
take? 
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The Informal, Noncontractual Plan 


These problems may best be analyzed by 
starting with the most simple form of benefit 
plan—the case where there is no formal plan 
but the employer has had a long-standing 
practice of paying certain benefits to the 
widow or other dependents of certain em- 
ployees, such as employees who have been 
in the service of the employer for many 
years. In these cases, there are no con- 
tracts that would be enforceable by the de- 
pendent of the deceased employee. Based 
on the long-standing practice of the em- 
ployer, the employees and their beneficiaries 
may feel fairly certain that certain benefits 
will be paid upon the death of an employee. 
However, this is a mere expectation, such 
as an employee has that he will continue to 
be employed and, if he continues to render 
faithful service over a period of years, he 
will receive various promotions and increases 
in salary. The employee at the time of his 
death would appear to have no property 
right represented by this expectancy. Con- 
sequently, it would seem that the value, if 
any, of any such expectancy could not be 
included in his gross estate for estate tax 
purposes.’ There is no gift tax involved as 
regards the employee, since he makes no 
gift, and in the absence of a donative intent, 
there would appear to be no gift taxable 
to the employer.? It would also seem that 
under the rulings of the Bureau there would 
be no income tax payable by the widow or 
other beneficiary upon the payments re- 
ceived since the amounts so received repre- 
sent gifts to the beneficiary.* If the amounts 
had been paid to the employee in the nature 
of a bonus, then they would have been tax- 
able to him even if there were no contract 
requiring such payment, since they would 
represent compensation received by him for 
services rendered.*’ But when payments are 
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gratuitously made to the widow of an em- 
ployee, such payments are viewed by the 
Bureau as no longer compensation as far as 
the widow is concerned. ‘When an allow- 
ance is paid by an organization to which the 
recipient has rendered no service, the amount 
is deemed to be a gift or gratuity and is not 
subject to Federal income tax in the hands 


of the recipient.”* The action of the em- 


ployer in making such payments to the widow 
of the employee may not even be based on 
consideration of the value of the service 
that has heretofore been rendered by the 
employee, but may be prompted by the needs 
of the widow, or in order to develop good 
will among the remaining existing employees, 
or in the general public. 


1Section 811 (a) would appear not to be ap- 
plicable. See Paul, Federal Estate and Gift 
Taxation, sec. 4.03, where it is said ‘‘The basic 
theme seems to be that section 811 (a) reaches 
property beneficially owned by the decedent 
which is transmitted by testamentary disposi- 
tion or in accordance with the rules of descent 
and distribution.’’ Neither would any of the 
other provisions of section 811 seem to be ap- 
plicable. The employee has not made a transfer 
of any property or entered into any contract 
which would make sections 811 (c) and 811 (g) 
applicable. See further Paul, Federal Estate 
and Gift Taxation, sec. 10.10, note 1, in which 
it is stated ‘‘If there is no legally enforceable 
right in the employee’s estate to receive any 
such benefits unless the pension trustees see fit 
to pay something, the value of any death bene- 
fits granted by the trustees should not be in- 
cluded at all in the employee's estate,’’ citing 
Illinois Merchants Trust Co., 12 BTA 818; Di- 
mock v. Corwin, 19 F. Supp. 56 (1937), aff’d on 
another point 99 F. (2d) 799 (CCA-2, 1938), aff'd 
306 U. S, 363 (1939); G. C. M. 17817, 1937-1 CB 
281; Winslow and Clark, Profit Sharing and 
Pension Plans, p. 177 (1939). 

2The employer regards such payments as 
business expenses, which, if reasonable, should 
be deductible under section 23 (a). Donative 
intent appears to be important in applying the 
gift tax, although as to the income tax, see 
Helvering v. American Dental Co. (318 U. S. 
322), involving the question of whether there 


Employee Benefit Plans 


A thought-provoking article by a member of the IIli- 
nois and New York Bars, formerly Assistant Head 
of the Legislation and Regulations Division, Chief 
Counsel’s Office, Bureau of Internal Revenue. 


STAXABILITY OF DEATH BENEFITS 


At this point section 126, as added by the 
Revenue Act of 1942, must be considered. 
If payments to a widow represent compen- 
sation, Congress could, under the Sixteenth 
Amendment, tax it to whoever receives it.® 
Section 126 taxes a person who receives in- 
come “in respect of a decedent,” which has 
not been “properly includible in respect of 
the taxable period in which falls the date 
of his death or a prior period.” In this case 
the decedent could not have received this 
particular benefit had he lived. It was 
something that might be paid only on ac- 
count of his death, and to his widow or 
other dependent. It would seem that such 
payments could hardly be considered income 
“in respect of a decedent” unless this sec- 


was a gift for income tax purposes where a debt 
was forgiven. The court stated: ‘‘The fact that 
the motives leading to the cancellation were 
those of business or even selfish, if it be true, is 
not significant. The forgiveness was gratuitous, 
a release of something to the debtor for noth- 
ing, and sufficient to make the cancellation here 
gifts within the statute.’’ But see sec. 86.8, Reg. 
108, relating to the gift tax, which states: 
‘“‘However, a sale, exchange, or other transfer 
of property made in the ordinary course of 
business (a transaction which is bona fide, at 
arm’s length, and free from any donative in- 
tent), will be considered as made for an ade- 
quate and full consideration in money or 
money’s worth.’’ See also Elizabeth C. Morrow, 
2 FC. ame. 

3 See O. D. 1017, 5 CB 101 (1921) (two months’ 
salary paid to the widow); I. T. 2669, XII-1 CB 
68 (1933) (pension paid by a state to a bene- 
ficiary for services rendered by another person) ; 
I. T, 3329, 1939-2 CB 153 (amounts paid for two 
years to the widow of an officer of a corpora- 
tion). 

See Old Colony Trust Co. v. Commissioner, 
279 U. S. 716 (1929). 

51. T. 3329, supra. 

6 See Magill, Taxable Income, Revised Edition, 
p. 412, where he discusses Taft v. Bowers, and 
quotes from Judge L. Hand in Bowers v. Taft, 
20 F. (2d) 561, 564, the following: ‘‘the lan- 
guage of the Amendment itself gives Congress 
power to lay ‘taxes on income,’ not on persons.”’ 
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tion were intended to tax benefits received 
by a third person gratuitously from one to 
whom a decedent had rendered services. 
The application of this section becomes im- 
portant in connection with cases involving 
a legal obligation to pay benefits to the 
widow of the deceased employee, and is con- 
sidered below in that connection. 


It would thus appear that where there is 
a plan which is not enforceable by the em- 
ployee’s beneficiaries, where they possess no 
legal rights to compel the employer to make 
any such payments, there should be no 
estate, gift or income tax incidents in con- 
nection with such a plan. 


Plan Giving Beneficiary 
Enforceable Rights 


An employer may have adopted a formal 
plan which is communicated to the employees 
and which provides definite benefits, upon 
the death of an employee, to his widow or 
other beneficiary. These benefits may con- 
sist of (a) a lump sum payment upon the 
death of the employee if the death occurs 
while he is still employed, (b) salary pay- 
ments to be continued to the beneficiary for 
a limited period of time, after the death of 
the employee, (c) a life annuity to be paid 
to the beneficiary, (d) a joint and survivor 
annuity which is to be enjoyed by the em- 
ployee and his beneficiary after his retire- 
ment, or (e) such a joint and survivor 
annuity only if elected by the employee in 
substitution for a larger ordinary annuity, or 
(f) a combination of the above benefits. 


The employer may provide all of these 
benefits directly and not through the crea- 
tion of any trust or the purchase of any life 
insurance or annuity contracts. He merely 
sets up a reserve to take care of these bene- 
fits. Assume that the employer in his plan 
reserves the right to discontinue the plan at 
any time, and it shall not be effective after 
the discontinuance except as to those bene- 
ficiaries of employees who died prior to dis- 
continuance of the plan. 


Consider, first, the case where the em- 
ployer under such a plan has merely agreed 
to provide one or more of such benefits to 
the widow or other dependent of the em- 
ployee without any designation by the em- 
ployee of the particular beneficiary or any 
election or agreement of any kind on his 
part. He is entirely passive. He merely 
knows that certain benefits are promised and 
continues to work with such knowledge. 
Does such a plan give rise tg an estate tax 
incident upon the death of the employee? 
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Is section 811 (a) applicable? Does the 
employee have such a contract right as 
would constitute a part of his property 
which would be included in his estate for 
estate tax purposes? It would appear not. 
The plan does not give the employee any 
property rights that he can dispose of by 
will or transmit to his heirs under local law. 
Is section 811 (c) applicable? Has he dis- 
posed of any such rights so as to take effect 
in possession or enjoyment at or after death? 
He has been merely passive, except that he 
continued to work for the employer up until 
the time of his death, for which work he re- 
ceived current compensation. It is hard to 
conclude that he transferred any property. 
Is section 811 (g) applicable? Can it be 
considered that the employee has, by his 
labor, purchased what amounts to a life in- 
surance contract, or has he secured a mere 
expectancy? At any time before the em- 
ployee’s death the employer could have dis- 
continued the plan without any liability to 
him. The plan may have been in effect for 
many years. The employer’s business may 
have been prosperous and there may have 
been every likelihood that the plan would 
not be discontinued prior to his death. But 
did he at any time have any greater prop- 
erty right than, for example, a favorite 
child has in an inheritance which he expects 
to receive on the death of his parents, or a 
wife may have as the beneficiary in a life 
insurance policy of her husband who has 
reserved the right to change the beneficiary? 
The Bureau has held that there is no prop- 
erty right as far as the employee is con- 
cerned under such agreement.’ 


Even if the employer did not reserve the 
right to discontinue the plan but was obli- 
gated to make such payments only if the 
employee was in his employment at the 
time of the death of the employee, it would 
seem that under G. C. M. 17817, the em- 
ployee still has only an expectancy since at 
any time until the time of his death the 
employment relationship may be discontin- 
ued. This contingency may not be any more 
likely to happen than the contingency of an 
employer’s discontinuing his plan, but there 
is a real contingency in that the death bene- 
fit is dependent upon the employer’s being 
willing to continue the employer and em- 
ployee relationship. It would thus seem that 
under the existing rulings of the Bureau, 
such a plan would not involve any liability 
for estate taxes. Neither is there any gift 





™See G. C. M. 17817, 1937-1 CB 281; also Di- 
mock v. Corwin, 19 F. Supp. 56 (1937), aff'd. 
on another point, 19 F. 2d 799 (CCA-2, 1938), 
aff'd. 306 U. S. 363 (1939). 
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tax with respect to the employee since he 
has been merely passive and has made no 
gift. It would further seem that there would 
be no gift on the part of the employer since 
it may be assumed that there is no donative 
intent. 


But if we assume that the beneficiary’s 
rights are vested, that she will receive cer- 
tain benefits even if the employee is not 
employed at the time of his death and the 
employer has not reserved the right to dis- 
continue the plan, it would appear that the 
beneficiary’s rights are similar to those of a 
beneficiary under a life insurance contract. 
The Commissioner has conceded that cer- 
tain death benefits constituted life insurance 
and came within the $40,000 exemption pro- 
vision of the applicable law.’ However, it 
should be noted that in the plan under con- 
sideration, the employee has made no con- 
tribution other than rendering service for 
which he may have received adequate, current 
compensation, and that he has not designated 
the beneficiary. Under these conditions, it 
may be argued that there is not much re- 
semblance to life insurance so as to make 
section 811 (g) applicable. If the employee 
is given an opportunity to designate the 
beneficiary and does so, there is more te- 
semblance to a life insurance contract. 
However, if the designation is not revocable, 
it would appear that the employee had no 
incident of ownership at the time of his 
death. Is the réndition of services under 
the plan sufficient to constitute the payment 
of consideration for the death benefit as life 
insurance? If so, it would seem that section 
811 (g) would be applicable. However, it 
may be that the employee who renders his 
service for his current salary, may not even 
know of the death benefit plan, or if so, may 
know of it only vaguely, and would be 
willing to work for the same employer for 


the same salary, even if there were no death 
benefit plan. 


Is there a gift tax involved under such a 
plan with vested rights? If the employee 
does not designate the beneficiary, what act 
constituted the making of a gift? Possibly 
the mere rendition of services under the plan 
is sufficient and the gift is completed when 
conditions have been met vesting the rights 





8In Kernochan v. United States, 29 F. Supp. 
860, (Ct. Cls. 1939), the Commissioner conceded 
that a year’s salary paid under the New York 
City Employees’ Retirement System constituted 
life insurance. Similarly, Hstate of Stuart Wil- 
son, 42 BTA 1196 (1940); also cf. Matter of 
Estate of Mary FiteSimmons, 158 Misc, 789, 287 
N. Y¥. S. 171; Hstate of Hugh O’Donnell, 153 
Mise. 480, 275 N. Y. S. 445; William Jd. 
O’Shea’s Estate, 47 BTA 87. 
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of the beneficiary. If the employee desig- 
nated the beneficiary, there is more clearly a 
gift. But if the employee has made a gift 
of something he received from his employer, 
does not the value of the gift represent in- 
come to the employee in the nature of com- 
pensation for personal services? If that is 
so, the employee is liable not only for a gift 
tax but an additional income tax in the year 
the gift becomes vested. While he has not 
received any compensation directly as rep- 
resented by the gift, he has worked under a 
plan where the compensation is to be paid 
to a third party, who may or may not have 
been designated by the employee. This 
would create a great hardship on the em- 
ployee, for he would be required to pay a 
tax on something he has not received, and 
would also give rise to administrative prob- 
lems of valuing the gift, and assessing in- 
come and gift taxes for the same year with 
respect to the death benefit. 


In considering the income tax angle, take 
first the case of a lump sum payment where 
there is no recurring income, and no annuity 
is involved. As far as the beneficiary is 
concerned, it is all capital. It would appear 
to be either exempt as a gift under section 
22 (b) (3), or as an amount received under 
a life insurance contract paid by reason of 
the death of the insured under section 22 
(b) (1). While the amount received may 
represent proceeds of life insurance for estate 
tax purposes, does it also represent life 
insurance within the meaning of section 22 
(b) (1) of the income tax law?® If such 
payment is not income to the beneficiary, 
was it income to the employee? The em- 
ployee earned the additional compensation, 
if it may be considered such. Thus, under 
the doctrine of the Lucas v. Earl” and Hel- 
vering v. Eubank ™ cases, he may be taxable 





®In Mary Sutro v. United States (D. C. N. D. 
Cal. June 2, 1942), 42-2 ustc § 9523, it was held 
that a death benefit was taxable to a widow, 
although the benefit was called ‘‘life insurance” 
under the plan. The court in its opinion did 
not consider the exemption under section 22 
(b) (1). I. T. 3315, 1939-2 CB 164, held that the 
mortuary benefit under consideration did not 
constitute taxable income to the beneficiary. In 
referring to this ruling, Merten’s Law of Fed- 
eral Income Taxation, note, page 378, says—‘‘It 
was further ruled that the amount of the mortu- 
ary benefit did not constitute taxable income to 
the designated beneficiary to whom it was paid, 
presumably on the theory that it constituted 
insurance’, However, it should be noted that 
I. T. 3315 was revoked by I. T. 3708, 1945-2-11935 
(p. 4), due to the mistaken theory in I. T. 3315 
as to what constituted accrual under section 42, 
in view of the Enright decision (Helvering v. 
Enright, 312 U. S. 636). 

10 281 U.S. 111. 

33311 U. S. 122. 
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upon such income, although in those cases 


the earnings were assigned. Here it may 
‘be argued that by agreement certain com- 
pensation is to be paid in the form of a 
death benefit to a designated beneficiary. If 
this constitutes income to the employee, in 
what year? Certainly not until his rights 
have become vested, which may be the year 
of his death while employed, or the year of 
his retirement. However, the Tax Court in 
a decision involving a joint and survivor an- 
nuity elected by the employee held that the 
employee is not taxable on the value of the 
death benefit. See Charles L. Jones, 2 TC 
924 (1943), involving a retirement annuity 
purchased by an employer for an employee 
where the employee elected to receive a joint 
and survivor annuity, and where the Com- 
missioner undertook to tax the employee 
upon the additional amount which was set 
aside to provide a survivorship annuity for 
his wife, the Tax Court in holding that the 
employee was not taxable, said: “Assuming 
that she will include in her gross income the 
amount which she will receive—and without 
attempting to judge a controversy not be- 
fore us, it is difficult to see why she will 
not be required to do so—it is obvious that 
every dollar paid under the contract will 
bear its fair burden of tax. The administra- 
tive difficulty of attempting to evaluate the 
wife’s annuity for the purpose of the gift 
tax, the burden of requiring an annuitant 
to pay a large tax upon income which he 
has not received, and the inequities which 
would be bound to result if respondent’s 
present contention be upheld, are all obviated 
by applying the common-sense principle set 
out in his rulings.” It may be that the 
dictum of the court as far as the wife’s pay- 
ing a tax is concerned, was based on the 
theory that the annuity was taxable under 
section 22 (b) (2) and that the court’s hold- 
ing was in harmony with the ruling of the 
Bureau in I. T. 3077, 1937-1 CB 136, which 
holds that the donee under a joint and sur- 
vivor annuity continues to be taxable to the 
same extent as the donor was taxable. In 
the case of a lump sum payment to the 
widow, section 22 (b) (2) would not be 
applicable. Joint and survivor annuities are 
considered below. 


Application of Section 126 


This brings us to the question of whether 
section 126, as added by the Revenue Act 
of 1942, applies to such death benefits. This 
section may have a much broader applica- 
tion than generally supposed, and do much 
more than prevent income which accrued to 
the decedent, including income earned under 
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the quantum meruit theory of the Enright 
case,” from being taxed all in the last tax- 
able year of the decedent, and provide for 
taxing it as received to the person who re- 
ceives it. Section 126 (a) provides for the 
taxation of “all items of gross income in 
respect of a decedent which are not properly 
includible in respect of the taxable period 
in which falls the date of his death or a 
prior period.” The legislative history as 
shown by the Committee Reports indicates 
that the section is principally, or perhaps 
entirely, concerned with the taxing of items 
of income that would have been taxable to 
the decedent had he lived. In the Senate 
Committee Report as set out in 1942-2 CB 
579, the following language is used: 


“Since the Revenue Act of 1934 the reve- 
nue laws have contained provisions including 
in the income of a decedent for the period in 
which falls the date of his death all income 
accrued up to the date of his death not 
otherwise properly includible in respect of 
such period or a prior period. While such 
income should be subject to income tax, 
hardship results in many cases from includ- 
ing in the income for the decedent’s last 
taxable period amounts which ordinarily 
would be receivable over a period of several 
years. This section changes the existing law 
by providing that such amounts shall not be 
included in the decedent’s income but shall 
be treated, in the hands of the persons re- 
ceiving them, as income of the same nature 
and to the same extent as such amounts would 
be income if the decedent remained alive and 
received such amounts. * * * The purpose 
of this provision (sections 134 (a) and (b), 
Revenue Act of 1942) is to insure that with 
respect to the determination of the decedent’s 
income for his last taxable period the death 
of the decedent will not effect any change in 
the accounting practice by which the dece- 
dent determined his income during his life. 
* * * All amounts of gross income which 
are not includible in the income of the dece- 
dent will, when received, be includible in 
the income of the person receiving such 
amounts by inheritance or survivorship from 
the decedent under section 126. * * * Also 
placed in the same position of the decedent 
with respect to such amounts are those who 
acquire the right to such amounts by reason 
of the death of the decedent. An example 
of the application of this provision is the 
case of a decedent who owned a defense 
bond, with his wife as co-owner or benefi- 
ciary, and died before the payment of such 
bond. The entire amount accruing on the 





13 Helvering v. Enright, 312 U. S. 636 (1941). 
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bond and not includible in income by the 
decedent, not just the amount accruing after 
the death of the decedent, would be treated 
as income to his wife when the bond is paid.” 
(Italics supplied.) 


Death Benefit Payable to Widow 


There is no example in the Committee 
Reports showing that a death benefit pay- 
able to the widow of an employee, although 
motivated by consideration of the services 
rendered by the employee, would be regarded 
as income “in respect of a decedent.” How- 
ever, the Bureau may regard the language 
of section 126 as broad enough to include 
such a death benefit. The regulations and 
rulings are not clear. For example, section 
29.165-6 of Reg. 111, relating to the taxabil- 
ity of the beneficiary of an employee’s trust, 
provides: “If pension or annuity payments 
are continued after the death of a retired 
employee to his beneficiary, such beneficiary 
will be required to include such pension or 
annuity payments in income to the same ex- 
tent that the deceased employee would have 
been required to include such payments in 
income had he lived to receive such pay- 
ments. See also section 126 (a).” 


See I. T. 3708, 1945-2-11935, relating to a 
contract of employment which provided that 
in the event of the death of the employee 
prior to the expiration of the contract, an 
amount equal to the amount of the employ- 
ee’s annual salary was to be paid, during 
the 12-month period following the employ- 
ee’s death, at a proportionate rate each 
month to the legal representatives of the 
employee or to certain beneficiaries desig- 
nated in writing by him. It was held that 
the amount paid under the terms of the em- 
ployment contract accrued as of the date of 
the employee’s death. It was includible in 
the return of the decedent for the year of 
his death, 1942. It was indicated that if he 
had died in a later year, then under section 
126 it would have been taxable to the person 
who received it. 


See also I. T. 3744, 1945-12-12062, in which 
it was held that where a retired United States 
Civil Service employee has received, as tax- 
free income, annuity payments equal to, or 
in excess of, his entire contribution to the 
Civil Service Retirement. Fund, the aggre- 
gate amount of the unreported balance of 
the fund which was paid to the administrator 
of his estate upon the death of the employee 
in 1944 is includible, under section 126 (a) 
of the Internal Revenue Code, in the gross 
income of the estate for the taxable period 
in which received. 


Employee Benefit Plans 


It should be noted that in the above case 
the employee would have received the amount 
paid to the administrator had he lived a 
sufficient length of time to receive the bal- 
ance of the fund. Possibly this observation 
also applies to I. T. 3708, since if the em- 
ployee had lived to complete his contract of 
employment and received compensation ac- 
cordingly, there would not have been any 
death benefit. 


Gain from Appreciation 
of Tangible Assets 


In the amendment made to section 126-1, 
Reg. 111, by T. D. 5459, approved June 18, 
1945, the Treasury construed section 126 
so as not to tax the estate of a deceased 
partner upon the gain resulting from the 
sale of the deceased partner’s interest in 
the partnership to the surviving partner un: 
der a contract made by the partners, except 
to the extent that the payments are attribut- 
able to the deceased partner’s interest in 
the previously earned proportion of the un- 
finished partnership business transactions. 
Gain from the appreciation of tangible assets 
is not recognized, except where the sale of 
a particular asset was consummated by the 
partner prior to his death. Section 113 (a) 
(5), relating to basis of property transmitted 
at death, was apparently deemed to be con- 
trolling. This may indicate that the Treasury 
regards section 126 as applying only to in- 
come that would have been received by the 
taxpayer had he lived. 

If the object of the amendments made by 
the Revenue Act of 1934 to section 42 and 
the later amendments by the Revenue Act 
of 1942 was to tax all income to somebody, 
then it might well be argued that all pay- 
ments which represent compensation for 
services rendered by an employee, and with 
respect to which the employer will gener- 
ally be allowed a deduction, are taxable un- 
der section 126. If section 126 is not appli- 
cable, there would appear to be a wide-open 
loophole for the escape of earned income 
from the Federal income tax in the case of 
deferred compensation arrangements provid- 
ing for payments to the employee’s benefi- 
ciaries. But even if section 126 is applicable 
to death benefits payable under employment 
contracts, the question remains as to whether 
all death benefits provided by employers 
represent compensation for services, or 
whether some are not more in the nature 
of gifts. 


Plans Under Section 165 


An employer may provide for death bene- 
fits through contributions to a trust or by 
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purchasing directly from a life insurance 
company life insurance policies or annuity 
contracts. If the contribution is made to 
a trust, sections 165 (b) and (c) provide for 
the taxing of the beneficiary. If the con- 
tribution is made to a trust which complies 
with section 165 (a) at the time the con- 
tribution is made, there is no tax with 
respect to such contribution until distribu- 
tion is made. Then it is taxable to the 
distributee, the beneficiary, either as ordi- 
nary income or as a long-term capital gain, 
depending upon whether the total distribu- 
tions payable with respect to any employee 
are payable to the distributee within one 
taxable year of the distributee on account 
of the employee’s separation from the service. 
Thus, if all the distributions payable with 
respect to an employee are paid in the form 
of a death benefit to the widow of the em- 
ployee in one taxable year of the widow, as 
where the employee died while so employed, 
she would be considered as having received 
a long-term capital gain. However, under 
the regulations, the trust must have met the 
conditions of section 165 (a) in the year in 
which it made the distribution for the long- 
term capital gain provision to apply.” 


Proceeds of Life Insurance Policies 


If the beneficiary receives the proceeds of 
a life insurance policy upon the death of the 
employee, which policy is purchased by the 
trust as a means of funding a pension, the 
beneficiary is taxable upon that portion of 
the proceeds which is equal to the reserve of 
the policy intended to provide a pension, and 
which is not regarded as in the nature of life 
insurance.” This provision in the Regula- 
tions shows an intent to tax as income to 
all beneficiaries of employee trusts the total 
amount received by them as distributees, as 
provided in section 165 (b). That portion 
of the proceeds representing term insurance 
is not taxable, since the employee is taxable 
upon that portion of the premium used to 
pay the term insurance element, and the 
situation is the same as in all other cases 
where the employee purchases insurance for 
his family with his own money. 


Section 165 (c) provides that contribu- 
tions to a trust which is not exempt under 
section 165 (a) in the year in which the 
contribution is made, shall be included in the 
gross income of the employee for the taxable 





13 See Reg. 111, sec. 29.165-6. 
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year in which the contribution is made if 
the employee’s beneficial interest is nonfor- 
feitable at the time the contribution is made. 
In the case of a contribution for a death 
benefit, the employee may have no bene- 
ficial interest. He would not, therefore, be 
taxed under section, 165 (c). It would seem 
that section 165 (c) implies either that there 
would be no income tax with respect to 
such a contribution or it would be taxable 
to the beneficiary when she received it under 
section 22 (a) or 126. But here again it may 
be exempt as proceeds of life insurance 
under section 22 (b) (1). It is difficult to 
assume that Congress intended any em- 
ployer’s contribution, for which it received 
a deduction, to escape income tax entirely. 
Assuming that the employee had an interest 
in the contribution, if his interest was for- 
feitable at the time the contribution was 
made, section 165 (c) has no provision for 
taxing the contribution. Apparently, it 
would be taxable to the person receiving it 
in the year of distribution. 


Section 165 (b) and (c) relate only to 
the income tax. Is the value of the death 
benefit resulting from an employer’s con- 
tribution to a trust includible in the gross 
estate of the decedent employee? In order 
for a trust providing death benefits to com- 
ply with section 165 (a) the Bureau has 
ruled that the employee, and not the em- 
ployer, must designate the beneficiary.” If 
this ruling is sound, the designation of the 
beneficiary by the employee makes the death 
benefit more like the purchase of life insur- 
ance and taxable under section 811 (g). If 
the plan does not meet the requirements of 
section 165 (a), the death benefit may still 
be taxable, if there were a contractual obli- 
gation to pay the death benefit, and not a 
mere expectancy. The discussions above 
relating to both noncontractual and con- 
tractual plans are applicable to the death 
benefits payable under a section 165 trust. 


However, it may be noted in passing that 
as regards a good section 165 (a) trust, sec- 
tion 165 (b) clearly provides that the bene- 
ficiary distributee shall pay an income tax 
on the total amount distributed, and it would 
seem to violate equitable principles to make 
the same item subject to both income and 
estate taxes. If section 126 is applicable, 
some relief is given by way of deduction for 
the estate tax under section 126 (c). 


14 P. S. No. 19, August 29, 1944. 
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Annuities Taxable Under Section 


22(b) (2) (B) 


If the employer purchases a joint and 
survivor annuity contract for the employee 
and his beneficiary, then section 22 (b) (2) 
(B) is applicable. It should be noted that 
this section does not cover cases where a 
trust purchases an annuity contract, as that 
situation is governed by section 165." Neither 
does it cover a case where the employer merely 
pays a pension to an employee and a death 
benefit to an employee’s beneficiary. For 
it to apply, there must be a “purchase” of 
an annuity contract by the employer. If 
the purchase is made under a plan that satis- 
fies the requirements of section 165 (a), 
there is no tax to the employee at the time 
the annuity is purchased, but he is taxable 
only as he receives payments under the annuity 
contract. The Regulations provide that the 
payments received by a widow or other 
beneficiary shall be included in the income 
of the beneficiary to the extent that they 
would have been included in the income of 
the deceased employee had he lived and re- 
ceived such payments.” 


If the annuity is purchased under a plan 
that does not meet the requirements of sec- 
tion 165 (a), the employee is taxable in the 
year in which the purchase is made if the 
employee’s rights are nonforfeitable. The 
employee will also be taxable on the annuity 
payments as received under section 22 (b) 
(1) (A), the amount previously taxable to 
him being included in the cost of the annuity. 
Any survivor annuity would be taxed in the 
same way.” If the employee’s rights were 
forfeitable, the employee and his beneficiary 
would be taxable under section 22 (b) (1) 
(A) upon the entire annuity payments re- 
ceived, assuming that the employee had not 
contributed to the cost of the annuity and 
that no contribution by the employer had 
been taxable to him. 


If the employee elects to receive a joint 
and survivor annuity, does he make a gift 
which is subject to the gift tax? The Bureau 
seems to assume that he does if the election 





15 See Reg. 111, secs. 29.165-6 and 29.165-7. 

1% See Reg. 111, section 29 (b) (2)-5, which also 
contains a cross-reference to section 126 (a). 
Section 126 (a) apparently is deemed applicable. 
Section 22 (b) (2) (B) is silent as to the tax- 
ation of the beneficiary. 

17 Reg. 111, section 29.22 (b) (2)-5. See also 
Special Ruling, Feb. 3, 1944 (CCH Standard 
Federal Tax Service, 44-3 CCH { 6171). 


Employee Benefit Plans 


or designation is irrevocable.” But if a gift 
was made, the employee must have received 
something of value, and should not the value 
of the gift have been included in his income 
tax return to the extent that such value rep- 
resented compensation for services? 


Does such an annuity also constitute part 
of the employee’s gross estate for estate tax 
purposes? The Bureau has ruled that the 
wife’s annuity is a transfer conditioned upon 
survivorship and intended to take effect in 
possession at or after the employee’s death 
so that upon the employee’s death it will be 
includible in his gross estate for taxation 
purposes.” 


Summary 


The situation under the existing law and 
in the light of the very few rulings and court 
decisions now available, may be summarized 
as follows: 


1, Under an informal plan, providing no 
contractual obligations and under which al} 
death benefit payments are made in the dis- 
cretion of the employer, there would appear 
to be no income, estate, or gift tax liabilities 


involved either as regards the beneficiary or 
the employee. 


2. Under a contractual plan where the em- 
ployer is obligated to make payments, but 
only if certain conditions exist as of the date 
of the death of the employee, such as his 
continued employment or the continuance 
of the plan, which conditions are within the 
control of the employer, it would appear that 
there is no gift or estate tax involved. 
Whether the beneficiary is liable for an in- 
come tax would appear uncertain, depending 
upon whether such death benefit constitutes 
compensation for services rendered under 
section 22 (a), and if so, whether such com- 
pensation is not exempted to the beneficiary 
by section 22 (b) (1), relating to life in- 
surance, or section 22 (b) (3), relating to 
gifts, and whether section 126 is applicable 
thereby taking away the exemptions under 
sections 22 (b) (1) and 22 (b) (3). 


3. Under a plan where the beneficiary’s 
rights are fully vested, as where they are not 
dependent upon the continuance of the plan 
or the continuance of the employment of the 
employee, it would appear that such benefits 
might be subject to the estate tax on the 





18 See Special Ruling, December 21, 1943 (CCH 
Federal Estate and Gift Tax Service, {| 6005). 


19 Tohid. 
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theory that a transfer has been made of 
property subject to take effect at death, on 
the theory that an employee has worked 
under a contract and that the rendition of 
services in reliance upon such contractual 
promises is equivalent to the transfer of 
property, this being particularly true if the 
employee has designated the beneficiary or 
elected to take joint and survivor income in- 
stead of simply a life pension for himself. 
It would appear that by such a designation 
or election the employee would have made 
a gift which would be subject to the gift tax. 
Even without such designation or election, 
by rendering services he may have made a 
gift effective as of the date of the comple- 
tion of the services. .Query: If such death 
benefit is subject to a gift tax, is not the 
employee considered as having received in- 
come to the value of the gift, and is not such 
income includible in his return for the year 
in which the gift is made? If not, the bene- 
ficiary may or may not be subject to income 
tax on such death benefit depending upon 
whether section 126 is applicable. 


4. If the death benefit is paid by a trustee 
under a trust that complies with section 
165(a), the benefits received by the benefi- 
ciary are taxable to her for income tax pur- 
poses. If the plan does not so comply, 
whether she would be taxable would appear 
to depend upon the application of section 
126. As to whether gift and estate taxes 
are involved, the answer depends upon con- 
sideration of the same elements set out in 
items 2 and 3 above. 


5. If the employer purchases joint and 
survivor annuity contracts for employees, 
the beneficiary would appear to be subject to 
an income tax as provided in section 22 (b) 
(2) (B), the 3% rule applying to such a case 
as in other cases where there is a donee 
annuitant. The value of such an annuity 
might be includible in the estate of the em- 
ployee for estate tax purposes on the theory 
that he purchased the annuity with services 
rendered. If the employee made an irrevo- 
cable election to receive a joint and sur- 
vivor annuity instead of an ordinary annuity 
and designated irrevocably the beneficiary, 
he may be held to have made a gift subject 
to the gift tax. 


6. If the employer purchases a life insur- 
ance policy and gives it to his employee, the 
cost of such insurance should represent in- 
come to the employee. The proceeds of the 
policy should be exempt from income tax to 
the beneficiary under section 22(b)(1). The 
employee having been liable for an income 
tax upon the cost of the policy, it would ap- 
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pear that he would be considered as having 
purchased such policy and that the insurance 
would constitute part of his estate for estate 
tax purposes. There would be no gift tax 
involved unless the beneficiary was made 
the owner of the policy. 


Advisability of Legislation 


In view of the above considerations, it 
would appear that there is now considerable 
uncertainty as to income, estate and gift tax 
liabilities under the different plans. It would 
appear that the estate tax could easily be 
avoided by the use of plans which provide 
no contractual obligation but which, in the 
case of many employers, would be fully as 
effective as if there were a contractual obli- 
gation. The question arises: Should any 
estate tax be imposed upon a death benefit 
which may be so easily avoided, depending 
upon the form of the plan? An additional 
argument against an estate tax is the diffi- 
culty of a fair valuation of the death benefit. 
Actuarial tables are useful when applied to 
a large number of people, but when applied 
to a particular individual, who may be either 
in good or poor health, such tables seldom 
result in a fair method of valuation. A fur- 
ther reason for exempting the death benefit 
from estate tax is that if the death benefit is 
subject to income taxes, two taxes are being 
paid on the same item. This is particularly 
true if section 126 is not applicable. Even if 
it is applicable, section 126 (c) gives only a 
deduction and not a credit for income tax 
purposes. 


It may be argued that such death benefits 
should not be subject to any income tax on 
the part of beneficiary, since she has ren- 
dered no service and the amounts she received, 
as far as she is concerned, are in the nature 
of gifts. If other gifts are exempt, so death 
benefits should be exempt. Moreover, if 
such death benefits are subject to the estate 
tax, they represent capital, and only the in- 
crement in value over the value at the time 
of the death of the employee should be con- 
sidered as income. However, in order to 
prevent the avoidance of income taxes by 
arrangements whereby a portion of the com- 
pensation of an employee is withheld from 
him and paid to a beneficiary under a death 
benefit plan, it would appear to be advisable 
to make such benefit subject to the income 
tax. Such benefits would not have been 
paid had not the employee rendered service. 
They are, therefore, compensation for services 
rendered. If they were subject only to in- 
come tax and not to estate and gift taxes, 
administrative difficulties would be avoided 
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in determining valuations for estate and gift 
tax purposes, and double taxation would be 
avoided. Consideration should be given to 
amending section 126 so as to specifically 
cover such benefits. 


Similar suggestions to the above have re- 
cently been made in the Report of the Royal 
Commission on the Taxation of Annuities 
and Family Corporations, made to the 
Minister of Finance of Canada, and dated 
March 29, 1945. In the Summary of Recom- 
mendations * appear the following: 


“8. That a pension continuing to de- 


pendents should be taxable as income in* 


their hands in the proportion that the original 
pension was taxable. 


“9. That Succession Duties should not be 
imposed on the value of a survivor’s pension 
receivable as taxable income.” 


Treatment of Lump Sum Benefits 


However, as regards lump sum payments, 
the Report of the Royal Commission con- 
tains the following recommendation: 


“13. That the present practice of taxing 
one-third of lump sum payments from a pen- 
sion fund or plan should be continued.” 
The Report, in referring to payments to 
dependents, uses the following language :™ 


“A special situation arises when lump sum 
payments are made to a dependent of the 
employee rather than to the employee during 
his lifetime. If the payment be noncon- 
tractual but is made to the dependent by 
the employer of the deceased employee, we 
believe that the amount of the payment 
should be considered as taxable income re- 
ceived by the dependent who should have 
the same privilege of spreading the payment 
over the succeeding five years as the de- 
ceased employee would have had, had he 
received the payment. The arguments ad- 
vanced earlier to justify acceptance of the 
principle of transferring to the dependent 
what might ordinarily be considered income 
of the deceased employee apply with equal 
force to lump sum payments made by an 
employer to a deceased employee’s de- 
pendents. Similarly, a contractual return of 
the deceased employee’s contributions to a 
pension fund made to his dependents might 
well continue to be taxed in the dependents’ 
hands on the same basis as if the payments 
had been made to the deceased employee, 
namely, one-third of the amount received 
considered as taxable income in the year the 
payment is made. 





20 Page 47 of the report. 
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“Contractual payments of any type other 
than a return of the employee’s contribu- 
tions, such as lump sum death benefits, have 
some analogy with payments arising under 
a policy of life insurance. Following this 
line of reasoning, it could be argued that 
death benefits paid out of a pension fund 
should be received tax free by the benefi- 
ciary. Such a course, however, must be 
considered in the light of our general recom- 
mendation that the employee be allowed an 
exemption from income in respect of his 
contributions to the pension fund and our 
recommendation that there be no extension 
of this principle to other taxpayers in respect 
of life insurance premiums. Under the cir- 
cumstances, we believe that death benefits 
paid out of a pension fund should not be 
treated as analogous to payments under life 
insurance policies but should in strict logic 
be treated in the manner recommended for 
noncontractual payments made by an em- 
ployer to the dependents of a deceased em- 
ployee. However, as the amounts involved 
will be small, and in order to simplify ad- 
ministration, we recommend that all such pay- 
ments be treated on the same basis as a 
return of contributions, namely, one-third 
only considered as taxable income in the 
year of receipt.” 


It appears equitable that lump sum pay- 
ments should be treated differently from 
recurring income, as the income tax might 
be so high as to deprive a dependent of the 
greater part of the payments. Section 
165 (b) has given some relief with respect 
to employees’ trusts, providing for treating 
certain lump sum payments as capital gains. 
However, this is not much relief to the small 
taxpayer, who may be a dependent sorely in 
need of the lump sum payment to partially 
absorb the economic shock due to the loss 
of the breadwinner and to take care of ex- 
penses of last illness and burial. Perhaps a 
lump sum payment in a limited amount, 
such as $5,000, should be treated as life in- 
surance and given an exempt status. An- 
other alternative would be to make all lump 
sum payments subject to estate tax and free 
from income tax. In other words, treat the 
lump sum payment as life insurance which 
had been bought by the insured with 
services. Undoubtedly, a good social pur- 
pose is provided by death benefits to de- 
pendents of employees. Some way should 
be found to prevent confiscation by taxes of 
such benefits, and at the same time to pre- 
vent the avoidance of taxes by the abuse of 
such benefits. [The End] 





21 Page 45 of the report. 


971 





By DUBOIS J. GILLETTE 


“Debts Which Become Worthless 
Within the Taxable Year’’ 


Mr. Gillette is a member of the New York Bar and former Assistant U. S. Attorney 
and U. S. Commissioner, Southern District of New York. 


beacon STATUTORY WORDS which 
constitute the title of this article are 
from Section 23 (k) (1) of the Internal Rev- 
enue Code and refer to the deductibility of 
bad debts from gross income, in computing 
net income for tax purposes. 


They are a pitfall to the unwary. In 
these tax-conscious times, when a lawyer 
steps from the beaten path of the concepts 
of common law to the strange soil of the 
concept of federal taxation, easy solution of 
the darkness of this new realm often be- 
comes just a heroic illusion. 


“Every worthless debt is a loss, but not 
every loss is a worthless debt’, the court has 
said (Electric Reduction Co. v. Lewellyn, 11 F. 
(2d) 493). Sufficient time has not elapsed 
since the revolutionary and retroactive treat- 
ment of this section by the 1942 and 1943 
Revenue Acts to permit the courts to con- 
strue enough cases involving the section 
where it can be said that one is secure in 
judicial precedent for an answer to all ques- 
tions arising within its scope. 


This article cannot be an exporation into 
the entire juridical field of bad debt deduc- 
tions, since such an effort would snowball 
into a treatise involving many collateral sub- 
jects and legal precedents; rather, it is in- 
tended to lay before the tax practitioner 
some of the problems which the writer has 
encountered, so that as the intersection of 
doubt is approached in this reorganized field 
of deductions, a helping wave of the hand 
may be given in the right direction. 


The Commissioner Says “Check” 


The following situation occurs nearly every 
year: 

As the time approaches to prepare his in- 
come tax return, the taxpayer reflects to 
himself: “Guess I will charge off and de- 


duct Brown’s bad debt this year.” He 
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makes out his return a few days prior to 
March 15, as usual, charges off and deducts 
from the gross income the $1,000 he loaned 
Brown several years prior thereto, which 
Brown has repeatedly promised to pay but 
never did get around to accomplishing. 
Easy, but usually fatal! In due course, he 
receives the usual notice of deficiency, which 
reads something like this: “The claimed de- 
duction of $1,000 has been disallowed, since 
it has been determined that you did not sus- 
tain a bad debt loss within the meaning of 
the statute”. Or it might say that the Com- 
missioner has concluded the debt became 
worthless, if at all, in a year other than 
the one chosen by the taxpayer. This is 
quite startling to Mr. Taxpayer! 


A little research on his part develops that 
the law attaches a “presumption” of cor- 
rectness to the Commissioner’s finding. This 
means that to prevail in any attempt to over- 
come it, he must produce competent proof 
that the bad debt actually did become 
“worthless within the taxable year” named 
in his return; that the “burden of proof is 
upon the petitioner (taxpayer) to overcome 
the presumption of correctness which at- 
taches to the Commissioner’s determina- 
tion.” (J. W. Hughes, Memo. Dkt. 3504, 
April 12, 1945; Denis F. O’Brien, Memo. Dkt. 
3768, May 29, 1945.) 


He also becomes aware that the Commis- 
sioner does not have to decide or prove in 
what year the debt did become worthless. 
In the parlance of chess, the Commissioner 
says “check” and the taxpayer must protect 
his position via proof. 


Further exploration of Tax Court opinions 
develops that he must prove that there was 
a bona fide debt in the first instance, and 
from most opinions to date, he now knows 
that he will be compelled to show that the 
debt had actual or potential value on the last 
day of the year prior to the one in which he 
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contends the debt became worthless, for as 
long as a “potential” value is present, the debt 
has worth. (Cooley Butler, 45 BTA 593; 
Robert L. Bradford, Memo. Dkt. 4366, Jan. 
24, 1945; Joseph Thal v. Com., CCH Dec. 
13,216 (M); memo. op.) 


The question is one of fact. The usual 
rule so familiar to attorneys, that the Gov- 
ernment must prove its case by a fair pre- 
ponderance of credible evidence, does not 
apply here. The burden, as above indicated, 
is on the taxpayer in the matter of proof. 
It is suspected that there has been a tend- 
ency on the part of administrative authori- 
ties, in their zeal to protect the revenue, to 
make findings, on general principles, that 
debts did not become “worthless” within the 
taxable year selected by the taxpayer. Thus, 
the situation is that if the taxpayer can prove 
his case by substantiating his deduction 
with sufficient proof to overcome the cor- 
rectness of the Commissioner’s finding, he 
is safe; should the proof develop worthless- 
ness in a year other than the one selected 
by the taxpayer, or should no value at all 
appear at the beginning of the taxable year, 
his deduction is defeated. Failure to meet 
the burden usually results in the court rul- 
ing (Denis F. O’Brien, Memo. Dkt. 3768, 
May 28, 1945): “The evidence does not 
show that any debt by Harnett to peti- 
tioner had value at the beginning of the 
taxable year.” 


In the Thal case, above referred to, the 
evidence failed to show that the stock owned 
by the taxpayer had any value at the be- 
ginning of the taxable year of 1939, or that 
it became worthless during that year, and a 
deduction as a loss of the value of the stock 
when purchased was disallowed. 


Many meritorious deductions are lost for- 
ever through carelessness or inability on the 
part of the taxpayer to offer sufficient proof 
to the Tax Court. All too many opinions 
read, towards the end, “After careful ex- 
amination of all the facts here presented to 
us, we are forced to the conclusion that the 
petitioners here have not met the burden 
imposed upon them.” (Henry S. Conover, 
TC Memo. Dkt. 4001, Apr. 5, 1945.) The 
court was “forced” to its conclusion by Jack 
of facts! 


The 1942 Revenue Act helps careless tax- 
payers to some extent by extending, retro- 
actively, the statute of limitations for refund 
claims from three to seven years, but it is 
easy to see how a deduction can be forever 
lost if taken in the wrong year. Haphazard 
naming of a year, with no sufficient proof 


“Debts Which Become Worthless” 


attached to the return, as required, is no 
petit detail. 


Assume a taxpayer deducts a debt as bad 
in the year 1942; evidence during the audit 
reveals that the debt actually became bad 
in 1938. Under the old law, in which the 
statute of limitations was three years, the 
claimed deduction is lost forever. Under 
the new seven-year statute, 1938 is still open 
for use and a refund is in order for 1938. 


The Tax Adjustment Act of 1945 


The Tax Adjustment Act of 1945 has also 
extended the time for filing claims for refund 
when the overpayment results from the 
effect of a bad debt deduction, or worthless- 
security deduction on the application of a 
carry-back. (Code Sec. 322, amended by 
Sec. 5 (a), (b) and (f) of the Tax Adjust- 
ment Act of 1945.) 


The old law, prior to this amendment, 
with the normal three-year period of limita- 
tion for filing refund claims, prevented the 
use of “carry-back” provisions to such an 
extent that a volume of protective claims 
was filed by taxpayers to keep open the so- 
called “fourth year.”: That is, it was possible 
to reduce the tax for any year four years 
prior to the year in which a net operating 
joss was incurred. These claims filed for 
protection resulted from the fact that the 
normal limitation period for this “fourth 
year” expired before the loss year itself. 


Now, under this new amendment, the 
period of limitations within which to file re- 
fund claims caused by a carry-back is the 
same period applicable to the taxable year 
in which the carry-back originates; this ap- 


plies for all taxable years commencing after 
December 31, 1940. 


Should the carry-back be of an unused 
excess profits credit under Section 710 (c), 
and this credit is itself caused by a net op- 
erating loss carry-back under Section 122, 
the “year or origin” is the year of the net 
operating loss. That is, for the year 1942, 
the new period of limitations would be 
seven years from the time of the filing of 
the return, not three years, and this exten- 
sion of time can be used for no other pur- 
pose than the carry-back. (Ways and 
Means Committee Report, “Period of Limita- 
tions in Case of Carry-backs at I. R. C. Sec. 
276). The Ways and Means Committee 
gives pertinent illustrations in its report and 
explains the applicability of these amend- 
ments of the 1945 Adjustment Tax Act to 
taxable years beginning after Dec. 31, 1940. 
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Changes Made by the 1942 and 1943 
Revenue Acts 


By amending Section 23 (k) (1), the 1942 
and 1943 Revenue Acts have substituted for 
the requirement of ascertainment of worth- 
lessness and the charge-off of the debt, the 
one single requirement that the debt, in 
order to be deductible, must have become 
“worthless within the taxable year” claimed; 
also, they have made the section retroactive 
and increased the statute of limitations for 
refund claims from three to seven years, 
so that those who have made mistakes may 
correct them. Interest on the refund is now 
excluded for the period between three and 
seven years. 


Although neither the Internal Revenue 
Code nor the Regulations define “worthless- 
ness,” the court defines it as “destitute of 
worth; having no value; valueless; useless.” 
(Higginbotham-Bailey Logan Co., 8 BTA 
566.) 


It is all-important to select the proper 
year in which to claim the debt became 
worthless, since by the time an audit is made 
of the return, or a compromise permitted, 
the limitation period may have run against 
the taxpayer as far as any refund is con- 
cerned. 


The feature of the 1942 Act increasing the 
statute of limitations from three to seven 
years for refund claims, was made retroac- 
tive to taxable years beginning after De- 
cember 31, 1937, by the 1943 Act. 


The significance of this amendment has 
been heretofore referred to by the example 
given. 


Further, Congress did not intend in the 
1942 Act that there should be any change 
as to deductibility of partially worthless 
debts. By the 1943 Act it permitted the 
Commissioner to allow a deduction for a 
debt recoverable in part in an amount not 
in excess of the part charged-off within the 
taxable year. By making the amendment 
retroactive deduction is permitted for partial 
worthless debts under the old law for all 
open years. 


If any advice is in order, it is that tax- 
payers should check their returns to see if 
there are any disallowed bad debts which 
may now be used as the basis for refund 
claims. That was the beneficial purpose of 
increasing from three to seven years the 


statute of limitations for refund claims in 
the 1942 Act. 


The penalizing failure to file timely refund 


claims is illustrated by actual court dispo- 
sition. 


Invalid excise taxes were levied. Tax- 
payer filed his refund claim for the taxes 
after the statute of limitations had barred 
recovery. He thought he had a proper rem- 
edy, so he deducted his outlawed claim as 
a bad debt. It was disallowed to the extent 
of this claim because he had no standing as 
a creditor once the statute had run. Neither 
was the deduction allowed as a loss, since 
his claim is only contingent when a refund 
claim is timely filed. CCA-1, (Milton Bradley 
Co., Plaintiff-Appellant v. U. S., Defendant- 
Appellee, 45-1 ustc J 9120). 


What Is a Bad Debt? 


As heretofore stated, space will not permit 
a complete discussion of all the judicial 
phases of bad debt deductions. An im- 
portant feature of discussion, though, must 
be the ascertainment of whether or not a 
bad debt exists; this, in itself, impels a dis- 
tinction between bad debts and losses, gifts, 
capital contributions, business expenses and 
kindred matters. We are confining ourselves 
here to the basis and time for the deduction, 
determination of fully and partially worthless 
debts, proof thereof and worthlessness of 
stocks (since the courts have indicated, as 
heretofore suggested, that the principles 
controlling worthlessness of stocks and the 
deduction of resulting losses will also con- 
trol the courts in deciding whether or not a 
debt has become worthless within any tax- 
able year). 


Logically, the debt to be deductible as 
worthless must arise out of a debtor-creditor 
relationship—an obligation to pay and a 
right to enforce payment (J. W. Hughes, 
Memo. Dkt. 3504, Apr. 12, 1945; Fulton J. 
Redman, Memo. Dkt. 4243, May 15, 1945; 
Edgar v. Anderson, 5 TC —, No. 54), and it 
must have value when acquired (Old Colony 
Trust Associates v. Hassett, — F. (2d) — 
(CCA-1, 1945), rev’g 55 Fed. Supp. 926 
(USDC Mass., 1944); Trotting Horse Club 
of America, Memo. Dkt. 3728, June 4, 1945; 
S. L. Mather Trust, Memo. Dkt. 789, 790, 
July 20, 1944, aff’d 149 F. (2d) 393 (CCA-6, 
1945). 


The debtor-creditor relationship does not 
exist where a beneficiary advances money 
to himself, as trustee (Busch v. Com., 50 F. 
(2d) 800, CCA-5, 1931), or where the main 
office of a corporation advances money to 
its Chinese branch (Sidney Ross Co., 26 
BTA 499). Every debt must be certain and 
in all events payable, and “whenever it is 
uncertain whether anything will be demand- 
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able by virtue of the contract, it cannot be 
called a ‘debt’” (Gilman v. Com., 53 F. (2d) 
47, CCA-8, 1931, aff’g 18 BTA 1277). When 
a taxpayer receives less than she had been 
promised under a trust agreement, she was 
“out of pocket nothing. There was no out- 
lay of cash or property by petitioner (tax- 
payer) by which to measure a loss. (Pearl 
A. Long, 35 BTA 479, aff'd 96 F. (2d) 
270, cert. denied 305 U. S. 616; Thomas v. 
Com., 100 F. (2d) 408)” (Ethel S. VanIder- 
stine v. Com., Memo. Dkt. 3515, Jan. 30, 
1945). 


There was no worthless debt to be de- 
ducted. There was no debt! 


A debt does not exist merely because the 
taxpayer thinks it does (Hamlen v. Welch, 
116 F. (2d) 413, CCA-1, 1940), and when it 
is incurred in any year prior to the one in 
which the taxpayer deems it became worth- 
less, it must have existed, as the courts so 
far have stated, at the beginning of the 
taxable year (San Joaquin Brick Co. v. Com., 
130 F. (2d) 220, CCA-9, 1942). So, it fol- 
lows, that when a taxpayer went into bank- 
ruptcy in a year following a foreclosure, the 
deduction was disallowed in the bankruptcy 
year because the debt did not exist in that 
year. It had been extinguished in the prior 
year (Larsen v. Cueta, 120 F. (2d) 482, 
CCA-5, 1941). 


Although the writer has not encountered 
the situation in court opinions, he can visu- 
alize a situation where a debt can arise in, 
say, March of a given year and become 
“worthless” in September or any other sub- 
sequent month of the same year. Just how 
the Tax Court will reconcile its decisions 
requiring value, actual or potential, to be 
proven for the debt on the last day of the 
year prior to the deduction year, or on the 
first day of the taxable year, in such a situa- 
tion, will have to be answered when the 
case arises. Certainly a debt can arise dur- 
ing a year on a day other than the first, and 
become absolutely worthless during that 
same year. There is nothing within the 
realm of human occurrences to prevent a 
man’s becoming a bona fide debtor one day, 
and becoming absolutely insolvent and 
worthless the following day or week. 


Of course, each case stands on its particu- 
lar state of facts, and such a case will prob- 
ably be decided accordingly, without strict 
construction of the wording of prior opinions. 


Says the Court: “No Valid Debt” 


It may seem superfluous to tax experts 
to mention these fundamentals, but the 


“Debts Which Become Worthless” 


courts have had many briefs presented to 
them on bad debt deductions, and it has 
finally developed there was no valid debt in 
the first place, and no need, therefore, for 
the Court to go further in its construction 
of the law. For instance, in J. S. Cullinan, 
19 BTA 930, the taxpayer contributed to a 
campaign fund under an agreement whereby 
he would be reimbursed for his advances 
out of collections from prospective contribu- 
tors. He received a very small portion of 
his advances as reimbursement and attempted 
to deduct the balance of his advances as a 
bad debt; the Board held there was no 
deductible bad debt because there existed 
only a conditional obligation to pay out of 
expected collections. But not so in a case 
where a taxpayer made advances to an 
actress to be repaid when she obtained em- 
ployment. (Redfield v. Eaton, 53 F. (2d) 
693, USDC Conn., 1931.) The agreement 
there was construed to mean there was a 
debt to be repaid within a reasonable time. 


The Cullinan case has been relied upon 
by the Tax Court in determining that no 
valid and enforceable debt was shown to 
have existed. (Independent Oil Co., Memo. 
Dkt. 4137, Jan. 13, 1945), and again we hear 
the familiar words: “For lack of proof on 
both issues, respondent’s determination is 
sustained.” 


Sometimes the Tax Court feels that its 
gullibility has been assumed to an unwar- 
ranted extent in matters involving everyday 
relationships, and that a petitioner has not 
told the “full story incident” upon the trial 
when it is attempting to ascertain the exist- 
ence or absence of a bona fide debt. Where 
a man loaned a young lady approximately 
$3500 to enable her to go into business, after 
an acquaintance limited to the office in which 
they worked, and the Tax Court felt that 
he had been “none too frank” in his testi- 
mony, with several discrepancies creeping 
in as to the source of the money he claimed 
to have loaned her, no security having been 
given for the loan, and no effort having 
been made by him to “see that the money 
was used for the purpose for which it was 
said to have been borrowed, but the money 
was used to defray the expenses for a very 
delicate operation.” The court thought that 
the “unusualness” of the transaction required 
more satisfactory evidence than that adduced 
by the taxpayer to prove a bona fide debt. 
The Tax Court grew very skeptical, and 
came to the conclusion that the explanation 
“hardly squares with the claim that this 
was a forthright business transaction” and 
held that the evidence did not satisfy it that 
a deduction was in order. 
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Unreported Taxable Income 


Among the many pitfalls, one especially 
is apt to prove embarrassing if ignored. It 
is the rule set forth in Regulations 111, Sec- 
tion 23 (k)-2: 


“Worthless debts arising from unpaid 
wages, salaries, rents and similar items of 
taxable income will not be allowed as a 
deduction unless the income such items rep- 
resent has been included in the return of 
income for year for which the deduction as 
a bad debt is sought to be made or for a 
previous year.” 


In other words, there is no deduction 
allowable for a bad debt created out of 
unreported taxable income. That is, a bad 
debt deduction is limited to the amount re- 
ported as taxable income. Regulations 111, 
Section 20.23 (k)-1 (b), upholds the prin- 
ciple of this rule: 


“If a taxpayer computes his income upon 
the basis of valuing his notes or accounts 
receivable at their fair market value when 
received, which may be less than their face 
value, the amount deductible for bad debts 
in any case is limited to such original valua- 
tion.” 


Bad Debts and Losses 


There has been some confusion as to the 
difference between bad debts, losses and 
gifts. The distinction between a debt anda 
gift is entirely one of donative intent, and 
needs little comment here; where there is 
no donative intent, there is no gift and the 
debt appears to be bona fide as far as the 
Commissioner is concerned. (Alice duPont 
Ortiz, 42 BTA 173, 316 U. S. 164.) 


The confusion has been considerable in 
the minds of tax practitioners and the courts 
as to the distinction between a bad debt and 
a loss. Bad debts constitute a special class 
of losses. The courts vacillated for some 
time considering bad debt claims as losses, 
in the alternative, if the two concepts could, 
by any interpretation, be applicable. Mr. 
Justice Hughes, in 1934, finally settled the 
matter in Spring City Foundry Co. v. Com., 
292 U. S. 182, by saying: “We agree with 
the decision below that this subdivision (re- 
lating to losses) and the following subdivi- 
sion (relating to bad debts) are mutually 
exclusive.” 


The taxpayer must determine which sec- 
tion applies to him, for the inherent nature 
of the item determines which section is ap- 
plicable. (Katherine J. Hanes, 2 TC 213.) 


Although both bad debts and losses are 





deductible in the year sustained, the seven- 
year statute of limitations applies only to 
refund claims for bad debts and losses from 
worthless securities, and not ordinary losses. 
(Sec. 322 (b) (5), as added by the 1942 Act, 
Sec. 169 (a).) 


Individual losses are only deductible if 
incurred in connection with the taxpayer’s 
business or trade, or a transaction entered 
into for profit. Bad debts are deductible by 
any taxpayer whether in business or not. 
Breach of contract, fraud, embezzlement and 
larceny are examples of losses which might 
arise and not be deductible as bad debts. 
An embezzler may, of course, make a valid 
agreement to reimburse which would result 
in an indebtedness, and eventually become a 
bad debt and deductible as such. (John H. 
Farish v. Com., 31 F. (2d) 79, CCA-8, 1929; 
Douglas County Light & Water Co. v. Com., 
43 F. (2d) 904, CCA-9, 1930, rev’g 14 BTA 
1052.) Of course, the line is thin, often, 
between embezzlement and mismanagement. 
It is a question of fact in which category 
the acts should go to determine taxability. 
(Henry C. Taylor, 34 BTA 241; Bula E. 
Croker, 27 BTA 588). In one particular 
set of facts it developed that loans made by 
officers of a bank mismanaging the funds 
thereof remain loans and are deductible not 
as losses as claimed by the taxpayer, but as 
bad debts. But claimed loans, which are 
in fact thefts, are loss and not bad debt 
deductions. (Bank of Wyoming, 22 BTA 
1132.) For instance, an action was brought 
against the officers and directors of a realty 
company for misappropriating certain funds 
thereof, and to recover the same. The de- 
fendants were judgment proof. The peti- 
tioner’s claim for a bad debt deduction was 
disallowed, and since the opinion iterated 
several principles heretofore referred to, it 
is in part repeated: 

“The existence of the claim by petitioner 
for recovery of its misappropriated funds, 
sounding, as it does, in no contract express 
or implied, did not create the status of debtor 
and creditor, between petitioner and those 
who mulcted it. Peterson Linotyping Co., 10 
BTA 542. Thus the amount misappropri- 
ated in 1926 could not be allowed as a bad 
debt deduction either in that year or any 
subsequent year in which the claim was as- 
certained to be worthless and charged off. 
Parker Wire Goods, 8 BTA 448; Peterson 
Linotyping Co., supra; Bank of Wyoming, 22 
BTA 1132. Here a loss was incurred 
through the embezzlement of petitioner’s 
funds and a loss may be allowed as a deduc- 
tion only in the year sustained. Sec. 234 
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(a) (4), supra. An embezzlement loss is 
sustained in the year in which the taxpayer’s 
property is wrongfully taken. Burnet v. 
Huff, 288 U.S. 156; Paris v. Com., 31 F. (2d) 
79; Peter Frees, Jr..12 BTA 737.” 


So, a note received from a solvent em- 
bezzler to replace a misappropriation, rep- 
resents a debt as far as the taxpayer is 
concerned, and may become worthless and 
deductible as a bad debt. (Douglas County 
Light & Water Co., supra.) 


The local or state law determines the 
character of a transaction criminal in nature. 
If a transaction amounts to a theft by local 
law, it may be deductible as a loss in the 
year sustained (Morris Plan Co. v. St. Joseph, 
42 BTA 1190). 


When a breach of contract is involved, 
and a claim based thereupon is reduced to 
judgment, a deduction is not permitted in 
the year of the breach of the contract. It 
is taken in the year only in which the debt 
is determined to have become worthless 
(Lewellyn v. Electric Reduction Co., 275 U. S. 
243 (1927)). 


In the Lewellyn case the worthless debt 
deduction claim was based upon the failure 
of the seller to refund the purchase price 
of certain merchandise. The taxpayer had 
to make good and pay at maturity trade 
acceptances. The Supreme Court ruled: 


“The buyer’s rights were upon a contract 
for the deliverance of merchandise and were 
not a debt in either a technical or colloquial 
sense. We conclude that if respondent’s 
rights became worthless in 1918 he was not 
required to deduct his loss as a worthless 
debt under subsection (5) but was entitled 
to deduct it under subsection (4) as a loss 
sustained in that year.” 


An executory contract involves the ele- 
ment of uncertainty of payment, uncertainty 
of obligation to pay. A breach of an execu- 
tory contract to sell is distinguishable from 
a contract to sell, and, as a rule, no bad debt 
deduction arises for breach thereof (Estate 
of David E. Thompson, Memo. Dkt. 110649, 
May 23, 1944). Contrariwise, when a 
breach arises via operation of law, then a 
bad debt deduction is in order, such as 
where merchandise is definitely ordered and 
thereafter delivery is refused. The loss to 
the, seller when compelled to resell is de- 
ductible as a worthless debt (Bert K. Smith, 
5-BTA 480). 


Basis for Deduction 


Regulations 111, Section 29.23 (k)-1 (b), 
promulgated under Section 23 (i) of the 


“Debts Which Become Worthless” 


Code, outline the basis for deduction of bad 
debts in this fashion: 


“If a taxpayer computes his income upon 
the basis of valuing his notes or accounts 
receivable at their fair market value when 
received, which may be less than their face 
value, the amount deductible for bad debts 
in any case is limited to such original valua- 
tion.” 


The Code section provision says: 

“The basis for determining the amount 
of deduction for bad debts to be 
allowed under subsection (k), shall be the 
adjusted basis provided in section 113 (b) 


for determining the loss from the sale or 
other disposition of property.” 


How to Treat Bad Debts 


Bad debts are to be treated in either of 
two ways (Regulations 111, Section 29.23 
(k)-1): 

(1) By a deduction from income in respect 
of debts which become worthless in 
whole or in part, or 


(2) By a deduction from income from an 
addition to a reserve for bad debts. 


Taxpayers have had this option since 1921 
(Article 151, Regulations 62), and the method 
selected in 1921 must be continued unless 
permission is granted by the Commissioner 
to change it. When the taxpayer files a 
“first return,” he may select either of the 
two methods, subject to approval by the 
Commissioner of the return. 


A sentence in Regulations 111, Section 
29.23 (k)-1, repeatedly ignored is: “There 
should accompany the return a statement 
of facts substantiating any deduction claimed 
for bad debts.” 


This statement of facts is the very basis 
of the taxpayer’s future failure or success 
as far as his claim for deduction is con- 
cerned. The Commissioner goes by the facts 
submitted therein. If there is no such state- 
ment, how can a taxpayer expect his claim 
to be allowed? 


As stated above, a change of method from 
the regular bad debt method to reserve 
method, or vice versa, requires permission 
of the Commissioner; and that means that 
any other officer, unless acting under dele- 
gated power from the Commissioner, has 
no authority to authorize such a change. 
(John I. Chipley, 25 BTA 1103; Atlantic Bank 
& Trust Co. v. Com., 59 F. (2d) 363, CCA-4, 
1932; GCM 938A, VI-2 CB 206.) 


This does not mean just making a useless 
genuflection such as writing a formal letter 
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and it is automatically accomplished! There 
must be a good business reason for the 
request (IT 1615, II-1 CB 98); and evidence 
must be submitted to support it. Also, such 
an application must be made “at least 30 
days prior to the close of the taxable year 
for which the change is to be effective.” 
(Regulations 111, Section 29.23 (k)-1.) An 
amended return is entirely insufficient to 
effect a change of method. (GCM 938A, 
VI-2 CB 206.) 


Deferred Deductions 


The 1942 Act is not loosely worded. It 
requires the deduction to be taken in a par- 
ticular year, to-wit, in the year in which the 
debt becomes worthless. (Cittadini v. Com., 
139 F. (2d) 29, CCA-4, 1933.) The court’s 
characterization is that to permit a taxpayer 
to defer his deduction to a later year “would 
enable him to withhold deductions in his 
less prosperous years when they should have 
little effect in reducing his taxes, and then 
apply the accumulation at another time to 
the detriment of the fisc. This would defeat 
the intent and purpose of the law.” (Avery 
v. Com., 22 F. (2d) 6, CCA-5, 1927.) 


One device condemned was where a tax- 
payer tried to convert a worthless note into 
a series of notes payable in the future and 
then deduct them as they became serially 
due, thus achieving, he thought, a postpone- 
ment of the ascertainment of worthlessness 
and deduction for future years. (Paul Rose, 
BTA Memo. Dkt. 93585, May 31, 1939.) 
Although decided under the old law, the 
»vrinciple applies to the amended section as 
far as determining worthlessness is con- 
cerned. Deduction is taken in the year of 
worthlessness or waiver forever. (Scher- 
man v. Helvering, 74 F. (2d) 742, CCA-2, 
1935.) 


Of course, on the theory of overpayment 
of tax, if a taxpayer pays his tax and fails 
to deduct a proper bad debt, he may later 
file for refund within the seven-year statute 
of limitations. 


The right of the taxpayer to postpone 
charge-off where partially worthless debts 
are concerned is stated in subsequent treat- 
ment. 


W orthlessness 


This word is the crucial one in this article. 
3efore proceeding to analyze it in connec- 
tion with the deductibility of bad debts from 


gross income to arrive at net income, the 


relevancy of former case law as it pertains 
to losses on worthless stock with bad debt 
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deductions should be considered. As indi- 
cated heretofore, the new law seems to 
require that an identifiable event occur upon 
which one can put his finger with reasonable 
certainty before worthlessness is assumed. 
This identifiable event usually is one of 
circumstantial evidence from which a con- 
clusion is drawn that it occurred, which 
conclusion is drawn from all the surrounding 
facts and circumstances connected therewith. 


The statute reqtires the same test as that 
used in determining losses on worthless 
stock, which, in similar statutory vein, are 
deductible in the year the loss is sustained— 
that is, the year in which the stock becomes 
worthless. Therefore, cases construing when 
stock becomes worthless, and the tests used 
in such determination, are “equally appli- 
cable to a determination under section 23 
k) (1),” which is the new bad debt deduction 
section. 


It is necessary, in substantiating this con- 
clusion, to set forth the pertinent part of 
the opinion in the Kaufman case, TC Memo. 
Dkt. 507, March 24, 1944, involving the 
claim for a deduction for a bad debt which 
became worthless during the taxable year. 


“Under section 23 (k) (1) of the Internal 
Revenue Code, as amended, the burden of 
proof is upon the taxpayer to prove that the 
debt became worthless within the year 1940. 
‘It would appear, as pointed out by the 
Court in Dunbar v. Commissioner, 7 Cir., 119 
F. (2d) 367, 369, that “as part of his burden 
in demonstrating that it became worthless 
in (the year of the claimed deduction) he 
must of necessity show that it had some 
intrinsic or potential value at the close of 
(the preceding year).”’ San Joaquin Brick 
Co. v. Commissioner, (C. C. A., 9th Cir.), 130 
F. (2d) 220. The San Joaquin Brick Co. case 
involved a deduction for worthless stock 
which, under section 23 (e) of the Internal 
Revenue Code, must be taken in the year in 
which the loss is sustained by reason of the 
stock actually becoming worthless; but since 
the amendment of section 23 (k) (1) of the 
Internal Revenue Code by section 124 of the 
Revenue Act of 1942, the considerations 
underlying the determination in the San Joa- 
quin Brick Co. case are equally applicable 
to a determination under section 23 (k) (1). 
See also, Estate of Harris Fahnestock, 2 TC 
756.” 

No definition of the word is found in 
either the Code or the Regulations. The 
nearest the Regulations come to a definition 
is in Section 29.23 (k)-1, Regulations 111, 
construing the amended section, when it 
says: “Where the surrounding circum- 
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stances indicate that a debt is worthless and 
uncollectible and that legal action to enforce 
payment would in all probability not result 
in the satisfactoin of execution on a judg- 
ment, a showing of these facts will be suff- 
cient evidence of the worthlessness of the 
debt for the purposes of deduction.” Also 
Regulations 103, Section 19.23 (k)-1, amended 
by TD 5234, IRB 1943-5, p. 10; Regulations 
101, 94, 86, Art. 23 (k)-11; Regulations 77, 
74, Article 191; Regulations 69, 65, 62, Arti- 
cle 151.) 


As before indicated, the courts follow the 
definition in Webster, “destitute of worth, 
valueless, useless, having no value.” 


It is this item of “potential value” which 
compels recourse’to the “identifiable event” 
and proof of the time such event occurs, in 
order to demonstrate what value to place 
on expectations. If there is reasonable hope 
and expectation that the debt may acquire 
value in the future, it cannot be said to be 
worthless. (Cooley Butler, 45 BTA 593.) 
This “identifiable event” may be some in- 
tangible thing, as a definite change in the 
financial condition of the debtor to which 
the taxpayer may point with conviction that 
that is the cause of his decision to consider 
the debt worthless. (Herskovits v. Com., 110 
F, (2d) 272, CCA-2, 1940, rev’g BTA Memo. 
Dkts. 88903, 88904, April, 1939. This “iden- 
tifiable event” method was referred to by 
the court in U. S. v. White Dental Mfg. Co., 
274 U. S. 398, 1937: 


“cc 


they do contemplate the deduction 
from gross income of losses which are fixed 
by identifiable events, such as the sale of 
property or caused by its destruction 
or physical injury or in the case of 
debts, by the occurrence of such events as 
prevent their collection.” 


Hopeless insolvency is an_ identifiable 
event, as the subsequent cases indicate. It 
is a nebulous happening, and, of course, 
provable only by circumstantial evidence. 
It is a question of fact. The test of whether 
an asset or debt is worthless or has some 
potential or actual value can be applied ob- 
jectively, that is, from the point of view of 
a “reasonably prudent man,” or, subjectively, 
from the taxpayer’s Viewpoint. (Elizabeth 
Melius Trust, Memo. Dkts. 107168, 107170-1, 
107177-9, 107197, Mar. 10, 1943.) 


Optimism: Incorrigible v. Reasonable 

A taxpayer does not have to be an “in- 
corrigible optimist” (White Dental Mfg. Co. 
case), nor does he “have to await uncertain 
and future events, nor are they (taxpayers) 
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called upon to wait until some turn of the 
wheel of fortune may bring their debtors 
into affluence.” (Egan & Hausman, 1 BTA 
556.) Incorrigible optimism cannot be treated 
as justifying less than reasonable patience 
and persistence or as recognizing evidence 
which does not disclose that reasonable 
efforts to collect were futile. (Robertson, 
20' BEA. 112.) 


It is not good practice to charge off debts 
on the books of a company, wholly owned 
by the taxpayer, for the purpose of improv- 
ing credit rating, without regard to the debt- 
or’s ability to pay, or making any attempt 
to collect. (Attilo C. DeSpirit, Memo. Dkt. 
102165, July 29, 1941.) 


If a taxpayer continues to think he has a 
reasonable, but remote, hope that his coal 
property can be sold, and held that hope up 
until 1939, when he abandoned it, the court 
has upheld with an “objective” decision that 
the property became worthless prior to 1939, 
and disallowed a 1939 loss deduction. This 
was a case involving stock, but under the 
Kaufman, Deeds and other decisions, the 
principles controlling stock cases govern in 
bad debt deduction cases, as heretofore in- 
dicated. 


Where there is a reasonable optimism and 
a true analysis of all the surrounding facts 
and circumstances respecting the debt, a 
deduction, when an identifiable’ event takes 
place, is permitted. (Rassieur v. Com., 129 
F. (2d) 820, CCA-8, 1942, rev’g BTA Memo. 
Dkt. 90252, May 29, 1941.) 


The charging-off of a debt as worthless 
by a prudent business man should be be- 
cause some identifiable event has brought 
it within the reasonable exercise of his busi- 
ness judgment to warrant such action. If 
the affairs of the debtor should turn for the 
better in the future, the creditor may rein- 
state the account and proceed to collect. 
(Hugh MacRae, 9 BTA 428, 1927.) 


A debtor’s admission that he is insolvent 
and unable to pay has been held sufficient 
evidence of an identifiable event warranting 
determination that a debt is worthless. 
(Maytag, BTA Memo. Dkt. 104011, Nov. 12, 
1941; F. A. Wilson, Memo. Dkt. 103024-5, 
Feb. 6, 1943.) 


The Deeds Case 


The Deeds case contains so many of the 
essential elements respecting bad debts and 
their deduction, in principle, that it deserves 
mention. The creditor, as a result of busi- 
ness transactions, had loaned a corporation, 
by 1921, nearly $393,000. The corporate 
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books, in November, showed assets slightly 
in excess of liabilities, but it was insolvent 
in the business sense of the word, because 
it could not meet its debts as they matured. 
Bankruptcy would have resulted had the 
creditor jnsisted upon payment. On De- 
cember 23 1921, -tthe creditor cancelled 
$293,970 of the debt so that the corporation 
could continue in business. Naturally, this 
resulted in the debtor’s definitely having 
assets in excess of liabilities before the end 
of the year and it was not insolvent in any 
sense. The creditor claimed a bad debt de- 
duction for the $293,970. It was upheld. 


The creditor’s position in court was whether 
or not he could take advantage of the de- 
duction when the “identifiable event” which 
prevented collection was his own voluntary 
surrender and discharge of the indebtedness. 
The court felt that he had taken the step 
for his own protection “in the exercise of 
an experienced business judgment” and to 
avoid greater loss. The loss was definitely 
suffered when he activated the identifiable 
event by cancelling the balance. 


“Identifiable Events” 


Bankruptcy through entry of a formal 
order (Russell B. Stearns v. U. S., 45-1 uste 
§ 9313); death of an officer of a corporation 
(Jos. Auerbach, Memo. Dkt. 101278, May 9, 
1941); denial of rehearing by the Supreme 
Court (Clay, Memo. Dkts. 86389, 88219, Jan. 
9, 1939); final liquidating dividend (Day & 
Zimmerman, Memo. Dkt. 210, July 27, 1944); 
forfeiture of a contract (Clippert, Memo. 
Dkt. 88820, April 29, 1939); junking of assets 
(Standard Asbestos, Memo. Dkt. 104268, Dec. 
4, 1942); loss of principal tenant who could 
not be replaced (Perkins, 41 BTA 1225, 
aff’d 125 F. (2d) 150); refusal of additional 
loans and resolution to allow property to go 
for taxes at a sale (Isabelle McDonnell, 
Memo, Dkt. 110876, June 29, 1943); corpo- 
rate resolution not to reopen a mine (Hanna 
Iron Ore Co., Memo. Dkt. 110009, Dec. 28, 
1943); resolution to liquidate (Jones Co., 
Memo. Dkt. 108218, Sept. 15, 1944); sheriff’s 
sale of corporate assets (Re Lloyd, 34 BTA 
301); settlement of a lawsuit (Morton vw. 
Com., 104 F. (2d) 534, rev’g 38 BTA 534) 


have all been held to be identifiable events. 


The burden of proving the time of worth- 
lessness was not intended as a “mere catch 
penny contrivance to be operated like a 
snare.” (Miami Beach v. Com., 136 F. (2d) 
408, CCA-5, 1943.) The question is: Does 
the debtor have any equity in anything from 
which the creditor can collect? Has this 
equity been wiped out? (Sterling Morton, 
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38 BTA 1270, aff'd 112 F. (2d) 320, CCA-7, 
1940; also De Ford, 19 BTA 339.) 


There is no judicial condemnation in 
writing the debt off if there is a possibility 
that a small part of the debt may be ulti- 
mately recovered (Pacific Pipe & Supply 
Co., 2 BTA 870). Neither should he wait 
for the statute to run before deeming a debt 
to be worthless. This is not necessary, and 
in fact it is condemned by the courts (Ewing 
Hymers, Memo. Dkt. 3342, Dec. 28, 1944). 
The court says it is the taxpayer’s “privilege 
as well as his duty to claim the deduction 
when the debt actually begomes worthless, 
regardless of the date when the statute of 
limitations has run.” The running of the 
statute does not extingyish the debt—it 
merely renders it unenforceable # the debtor 
chooses to plead the protection of the statite 
when he is sued. 


The Supreme Court has even held (Camp- 
bell v. Holt, 115 U. S. 620) that a legislature 
can repeal the statute of limitations after it 
has run, and the creditor can then sue and 
the constitutional rights of the debtor are 
not thereby violated. 


A continued refusal to pay indicates a 
state of mind on the part of the debtor, and 
it appearing clear he will plead the statute, 
the running of the statute is strong evidence 
of worthlessness (Terminal Railway, 17 BTA 
1135). 


As the illustration at the beginning of this 
article indicated, there may be present “an 
eternal hope of success and recovery of a 
great portion, if not all, of the indebtedness 
which spurred the petitioner on and caused 
it to make further advances to . . . the 
company” (although our illustration did not 
provide for further advances, just promises), 
and further advances may be made with im- 
punity, without jeopardizing deduction for 
worthlessness when proven in a claimed 
taxable year (Holmes v. Ives, 5 BTA 934). 


Closing your eyes to the obvious and 
carrying accounts on the books as good, 
when in fact they are worthless, defeats the 
purposes of the law, and deduction is jeop- 
ardized. 

It might be said that a sustainable deduc- 
tion exists' when a number of cumulative 
factors come into existence and focus upon 
that intangible something which we call a 
bad debt, and create it, as a matter of fact, 
as something real. 


The Regulations require such a reasonable 
effort to collect and what is a reasonable 
effort is a question of fact. It is usual to 
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place a debt in the hands of an attorney 
for collection; when he advises the creditor 
that suit for the debt would be fruitless and 
a waste of time and money, such advice is 
usually some evidence of a reasonable effort 
to collect (Robertson, 20 BTA 112). Where 
the debtor has been interviewed and there- 
after disappeared, leaving no property, it is 
obvious suit is a waste of time and money 
and a deduction usually is in order (Johns- 
ton, 17 BTA 336, and SM 1742, III-1 CB 155). 
The situation must be carefully weighed. 
How far the attorney goes, what steps of 
inquiry he takes and his relationship to the 
creditor, all have an important bearing on 
this question of fact. 


Recently the Commissioner was sustained 
in his determination that a debt did not be- 
come worthless in 1941, as claimed by the 
taxpayer, and in fact it was not uncollectible 
at all. Taxpayer advanced his daughter and 
her husband $4352.72 during the years from 
1933 to 1936. At the time he demanded pay- 
ment in 1941, the debtors owned considerable 
property, of a value of not less than $12,000. 
It was mortgaged for $6039.15; the husband 
owed his bank $500. The Tax Court felt 
that, although the debt could. have been 
collected from the property, he was unwill- 
ing to do so. The attorney he employed to 
enforce collection was a friend of all the 
parties, and his opinion that the amount was 
uncollectible did not carry weight with the 
court, since the factual situation did not jus- 
tify his opinion. The court also pointed out 
there was no showing of any change in 
condition, as far as the possibility of collec- 
tion was concerned, between the years 1938, 
1939, 1940 or 1941. (Roy G. Fitzgerald, 
Memo. Dkt. 4451, June 22, 1945.) 


There is no absolute necessity for legal 
action, since the Regulations only require as 
a prerequisite to deduction that “legal action 
to enforce payment would in all probability 
not result in the satisfaction of execution on 
a judgment.” It is just one bit of evidence 
of good faith on the part of the taxpayer 
showing the reasonableness of his effort to 
collect. It is one of those correlated events 
which eventually merge into that one event, 
called the “identifiable” one. (Coalings v. 
Com., 64 F. (2d) 262, CCA-9, 1933.) 


Insolvency as the Event 


When there is an undeniable and hopeless 
insolvency on the part of the debtor which 
establishes worthlessness, there is no need 
to obtain judgment, or use any attorney for 
that purpose. (Hancock v. Com., 105 F. (2d) 
876, rev’g Memo. Dkt. 109505, Sept. 10, 1943; 
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John B. March, 38 BTA 878; Sabath v. Com., 
100 F. (2d) 569; Re Byrd, 21 BTA 1183.) 


Insolvency is the event! The court said, 
in Allie M. Turbeville, 31 BTA 283: “The fact 
that the bank was determined to be hope- 
lessly insolvent would have been sufficient 
evidence of the worthlessness of petitioner’s 
claim—see Egan & Hausman Co., 1 BTA 
556; John E. Saddler, 2 BTA 1305. .. .” 


Deduction is available if “from all the 
taxpayer could learn” the debtor no longer 
had any property to which any judgment 
would apply, for then worthlessness is estab- 
lished. (Paul Francis, Memo. Dkt. 85662, 
Nov. 10, 1937.) 


Briefly, “nor is it a question whether the 
taxpayer believed the debt to be worthless. 
To so hold would be to grant an undue ad- 
vantage to the pessimist or to the taxpayer 
who made NO investigation. In our opin- 
ion the burden is upon the petitioner to 
show what steps he took to collect the debt, 
what information came to his knowledge and 
what other circumstances existed, which led 
him to his conclusion” that the debt was 
worthless (Higginbotham, 8 BTA 566, p. 
579). This showing is necessary to permit 
the court to form its independent opinion 


(Adelphi, 18 BTA 436). 


Partial Worthlessness 


Section 23 (k), as amended by the 1943 
Act (Section 113), requires that a partially 
worthless debt be charged off during the 
taxable year to be deductible; this amend- 
ment is retroactive to taxable years begin- 
ning after December 31, 1938. The Court 
was inclined by construction to omit the 
requirement of the charge-off shortly after 
the 1942 amendment, but this was cured by 
the 1943 Act (Fahnestock, 2 TC 756). There 
are a few vital distinctions to be made be- 
tween wholly worthless debts and partially 
worthless debts. In filing refund claims 
for partially worthless debts, the seven-year 
statute of limitations does not apply, since 
Code Section 322 (b) (5), as added by the 


1942 Act, applies only to wholly worthless 
debts. 


The three-year statute of limitations still 
applies to claims for refunds for partially 
worthless debts. Also, the privilege of mak- 
ing a partial charge-off and claiming 
deduction does not apply with respect to 
securities defined in Section 23 (k) (3), ex- 
cept in the case of banks and securities of 
affliated corporations as defined in Code 
Section 23 (k) (5), nor for taxable years 
beginning after December 31, 1942, with re- 
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spect to non-business debts as defined in 
Code Section 23 (k) (4). 


The taxpayer is not required to charge-off 
partially worthless debts all at once; he may 
wait. The meat of the law in this respect 
seems to be set forth quite completely in 
Moock Electric Supply Co., 41 BTA 1209: 

“And nothing seems to be better settled 
than that partial worthlessness, as distin- 
guished from total uncollectibility is a 
ground for deduction which may be pursued 
or relinquished by a taxpayer at his option. 
If he fails to take a deduction for partial 
worthlessness in any year, it does not have 
the effect of foreclosing him from a reliance 
upon different developments at another 
time. Blair v. Com., 91 F. (2d) 992, CCA-2; 
see American Cigarette & Cigar Co. v. Bow- 
ers, 92 F. (2d) 596 (C. C. A., 2d Cir.) ; Free- 
man-Dent-Sullivan Co. v. United States, 21 F. 
Supp. 972; G. C. M. 18525, 1937-1 CB 80, 
82. Total worthlessness or disposition of 
the obligation remained open to this petitioner 
as a ground for deduction, notwithstanding 
the possibility that partial worthlessness 
may have appeared in any earlier year.” 

These principles apply to the 1943 amend- 
ment (Atlantic Coast Line Co., 4 TC 140). 
Again, the requirements for a partial bad 
debt deduction are partial worthlessness, 
charge-off and claim for deduction. The 
charge-off and claim for deduction are man- 
datory, and must be taken advantage of in 
the same taxable year. The Fahnestock case, 
heretofore referred to (decided prior to the 
1943 amendment), indicates that the partial 
bad debt deduction must be taken in the 
year in which the debt becomes partially 
worthless. GCM 18525, 1937-1 CB 80, in 
paragraph (c) states: 

“(c) Where partial worthlessness of a 
debt has been so ascertained, such partial 
worthlessness may be allowed as a deduc- 
tion in the year of such ascertainment, 
provided such partial worthlessness is 
charged off during such year.” 

The courts do not seem entirely to ap- 
prove of GCM 18525, for in Freeman-Dent- 
Sullivan Co. v. U. S., 21 F. Supp. 972, 1938, 
we see the court said: “If GCM means 
that partial worthlessness may be claimed 
in the taxable year, though ascertained in a 
prior year, it is out of harmony with other- 
wise consistent administrative construction 
and court decisions and reenactments by 
Congress in view of such constructions and 
decisions.” 


It seems rather sound, in view of all the 
legal decisions respecting both partial and 
wholly worthless bad debt deductions, that 


982 


the whole amount of partial worthlessness 
need not be deducted in the year of its 
occurrence, and that partial worthlessness 
which might occur in a prior year may be 
taken in a later year (Clark v. Com., 85 F. 
(2d) 622, CCA-3, 1936). 

“Satisfying” the Commissioner that the 
taxpayer has a partial bad debt deduction is 
a procedure involving his legal discretion, 
and, although his acts are reviewable by 
the courts, he is seldom overruled unless he 
has clearly abused his discretion (Com. vw. 
Liberty Bank & Trust Co., 59 F. (2d) 320, 
CCA-6, 1932). There is never a presump- 
tion of worthlessness in any case (Masayjiro 
Furuya, 4 BTA 357; Potash Bros. v. Burnet, 
50 F. (2d) 321). 

As in wholly worthless debts, the regu- 
lations require in partial worthless debt de- 
ductions, when claimed, a “statement of facts 
substantiating any deduction claimed.” 


Our hypothetical taxpayer referred to at 
the beginning of this discourse was no other 
than Isadore Schuman, 20 BTA 1167, where- 
in Schuman deducted $8500, representing 
the cost of debenture notes less a liquidating 
dividend purchased from a corporation which 
became bankrupt. He did this after his 
“confidential advisor” was told by a bond 
man in his bank which sold some of these 
notes that it was very doubtful whether 
there would be any more dividends. The 
claimed deduction, of course, was disallowed 
because the petitioner presented no eviden- 
tiary facts showing worthlessness. 


Reserve Method of Deduction 


The reserve method, as the Regulations 
state, is one of the two methods permitted 
for the deduction of bad debts. That is, a 
taxpayer using this method may deduct 
from gross income a reasonable amount 
added to a reserve for bad debts in lieu of 
a deduction for a specific bad debt. 

One of the advantages of this method is 
that it permits charging off a loss against 
income from which the loss arose. Under 
the method heretofore discussed, a loss is 
usually taken in a different year from that 
in which the income was received. That is, 
if goods are sold in 1944 and the debt be- 
comes ‘worthless in 1945, the loss is taken 
in 1945. The reserve method permits a 
blanket charge-off against each year’s sales 
to cover anticipated losses. 

The same rule applies as to the debt be- 
coming worthless within the taxable year, 
and “While ascertainment of worthlessness 
and charge-off during the taxable year 
(which were prerequisite to deduction to a 
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bad debt under the law at that time) are 
no longer required for the allowance of a 
debt which becomes worthless, the method 
used in the return for 1921 must be used in 
returns for all subsequent years unless per- 
mission is granted by the Commissioner to 
change to the other method.” (Regulations 
111, Section 29.23 (k)-1). 


A dealer, reporting his profits on the 
installment basis, cannot use the reserve 
method, since he is on a cash basis and the 
income arises from credit transactions and 
is not reported until actual receipt (Jowa 
Guarantee Mortg. Corp., 28 BTA 213). 


A case of public interest is one where a 
finance company kept its books on a cash 
basis. As it loaned money, such amounts 
were charged to a “Loans Receivable 
Account.” Payments of principal were 
credited to the same account, and payments 
of interest credited to another account. The 
interest was the only source of income. A de- 
duction was taken for $3818.53, being an addi- 
tion to its reserve for bad debts—reserve 
method. Worthless debts were charged off 
against this reserve for $2236.03. The Board 
permitted the use of this practice in these 
words: 

“The use of the reserve for bad debts is 
not inherently inconsistent with a cash basis 
where, as here, the reserve is against loss 
of capital only. Such a reserve for loss of 
capital does not differ materially from a 
reserve for depreciation which is set up on 
a percentage basis rather than on the basis 
of actual depreciation suffered.” (Estate of 
Saltenstein, 46 BTA 774.) 

What constitutes a “reasonable addition 
to a reserve for bad debts” is determined 
in the light of the facts, and varies between 
different classes of businesses. Loss expe- 
rience in prior years and conditions in the 
current year are important considerations. 
There is express statutory provision for the 
deductibility of reasonable additions to re- 
serves, and the provisions of the statutes 
have been implemented by the regulations. 

By virtue of Regulations 103, Section 
19.23 (k)-1, a “taxpayer filing a first return 
of income” has an election to adopt the 
charge-off method or to establish a reserve. 


Where a taxable year in question was the 
first in which a taxpayer operated as an 
individual in the jewelry business, he is 
treated as a new taxpayer filing a return 
within the meaning of Sec. 19.23 (k)-1. Sec- 
tion 19.23 (k)-5 of the regulations provides 
that a taxpayer who adopts the reserve 
method of treating bad debts may deduct 
from gross income a reasonable addition to 
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a bad debt reserve. The reasonableness al- 
located to a bad debt reserve is a fact ques- 
tion, the proof of which is upon the taxpayer. 


In a recent case (Albert C. Benken, Jr., 
5 FC 57, Jaly.27, 1945), the. Tax Court 
found that the taxpayer had discharged his 
burden of proof when he allocated roughly 
10 per cent of the accounts receivable to 
his bad debts reserve (being $664.80). In 
estimating the amount to be added to the 
reserve in any year, the Tax Court quoted 
from Farmville Oil Co. v. Com., 78 F. (2d) 
83, that: “the correctness of the taxpayer’s 
estimate in fixing the amount to be added 
to the reserve in any year may be supported 
by reference to the losses actually incurred 
in subsequent years. = 


An attempt has been made to confine this 
article to an analysis of the judicial inter- 
pretations of the term “worthlessness” as 
it applies to bad debts, and the various in- 
volvements of statutory application thereto. 
Bad debts form a large and important part 
of our daily business and private affairs. 
The revenue laws are not only enacted to 
gather revenue to the coffers of the Govern- 
ment, but also to permit taxpayers to take 
meritorious deductions for bad debts which 
have accumulated from friends and business 
associates, when such debts have become 
worthless within any taxable year. A defi- 
nite, and not complex, procedure is outlined 
in the Internal Revenue Code for taking 
these deductions from gross income in com- 
puting taxable net income. The regulations 
promulgated by the Commissioner are based 
upon this law. Their terms require prompt 
capitulation and obedience in connection with 
the filing of income tax returns. Taxpayers 
lose their right to deductions only through 
carelessness, unwillingness or inability to 
properly lay factual evidence before the 
Commissioner, or the Tax Court, showing 
that the deduction claimed comes within 
the scope of the provisions of the Code and 
the regulations promulgated thereunder. 


The Commissioner and the courts are 
bound by the facts appearing in the record. 
They do not, and cannot, take cognizance 
of, and decide, a case upon facts without 
the scope of those presented in the record. 
Diligent preparation of substantiating proof 
must be filed with every return to justify 
allowance of a bad debt deduction claimed 
and upon appeal to the court. 


In the words of a certain Governor of 
the Empire State, all the Commissioner or the 
courts can do is to say “Let’s look at the 
record,” and determine the cases accordingly. 


[The End] 
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NEW YORK CITY SALES TAX PROBLEMS 


I. Sales Tax on sales of 24 cents and 
under. 


II. Sales Tax on containers. 
III. Compensating Use Tax on tan- 


gible property temporarily stored in 
local warehouses. 





} OFTEN OCCURS that municipal 
- fiscal authorities write into tax regula- 
tions inequitable provisions which create a 
definite hardship upon normal business en- 
terprise. It is to the mutual benefit of the 
city and business that these inequities be 
corrected with the greatest dispatch. In 
New York City recently, the cooperation of 
the fiscal authorities and the businessmen 
resulted in a notable rapprochement to an 
amicable adjustment of the tax acts to their 
mutual benefit. The discussions have al- 
ready resulted in reversal of the official 
viewpeint on the application of one tax, and 
the conferences are continuing on other 
items. The business men did not use the 
threat of removing their plants or offices 
from the City in order to effect amendments 
to the regulations, and the Comptroller dis- 
cussed the proposed amendments in terms 
of maintaining the community as the leading 
financial and business center of the nation. 


Because sales and business taxes offer the 
localities an easy and ready source of reve- 
nue without high collection and adminis- 
trative costs, there has been a discernible 
trend for localities to utilize these taxes to 
increase their revenues and to keep their 
budgets in balance. In some instances the 
city fiscal authorities do not weigh suffi- 
ciently the relative merits of the immediate 
tax collection as against the effects upon 
the consumer and business. 
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IV. Gross Receipts Tax on interstate 
commerce. 


V. “Third Party Ruling”. 


VI. Taxation of intercorporate divi- 
dends. 


VII. Gross Receipts Tax on Federal 
excise taxes collected. 








The adjustment of the New York City 
tax regulations began after the Commerce 
and Industry Association of New York, 
Inc., received a flood of inquiries from its 
members regarding the regulations promul- 
gated by the Comptroller and the adminis- 
tration of the New York City Special Taxes. 
These include the Sales Tax, Compensating 
Use Tax, and the General Business and 
Financial Tax. In order to learn the mem- 
bers’ experiences with these taxes, the As- 
sociation sent a questionnaire to its full 
membership. After assembling the facts re- 
sulting from analysis of the questionnaire, 
a committee appointed by the Association 
met with Comptroller Joseph D. McGold- 
rick and his staff. 


The conferences discussed such vital topics 
to New York City business as: I. Sales Tax 
on sales of 24 cents and under; II. Sales 
Tax on containers; III. Compensating Use 
Tax on tangible property temporarily stored 
in local warehouses; IV. Gross Receipts 


Tax on interstate commerce; V. “Third 
Party Ruling”; VI. Taxation of intercor- 
porate dividends; and VII. Gross Receipts 
Tax on Federal excise taxes collected. 


Sales Tax on Sales of 24 Cents 
and Under 


The local law under which Retail Sales 
Taxes are collected and paid in the City of 
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ommerce and Industry Association of New York 


New York imposes a tax of 1 per cent upon 
receipts from every retail sale of taxable 
merchandise. 


The law provides in Section N41-2.5 (e) 
that: “upon each taxable sale or service the 
tax to be collected shall be stated and charged 
separately from the sales price or charge 
for service and shown separately on any 
record thereof at the time when the sale is 
made * * * and shall be paid by the pur- 
chaser to the vendor as trustee for and on 
account of the City, and the vendor shall be 
liable for the collection thereof and for the 


It is further provided in the Adminis- 
trative Code, Section N41-3.0 that: “the 
comptroller shall by regulation prescribe a 
method or methods and/or a schedule or 
schedules of the amounts to be collected 
from purchasers in respect of any receipts 
upon which a tax is imposed by this title 
so as to eliminate fractions of one cent and 
so that the aggregate collections of taxes by 
a vendor shall, as far as practicable, equal one 
percentum * * * of the total receipts from sales 
and services of such vendor upon which a tax 
is imposed by this title. Such schedule may 
provide that no tax need be collected from 
the purchaser upon receipts below a stated 
sum.” (Italics supplied.) 


On or about September, 1943, the form of 
return (Form 12 SUX) contained for the 
first time Item No. 9, which required the 
taxpayer to show: “Amount of tax required 
to be charged including Item 7 plus one per 
cent of Item 2 and 1 per cent of sales of 
24¢ and less (See Instruction 9).” 







The instruction provided that the tax- 
payer shall enter as Item 9 on the return 
the total amount of the tax required to be 
collected from customers in accordance 
with the schedules promulgated by the 
Comptroller, whether or not such tax has 
been paid by gustomers, plus one per cent 
upon sales of 24 cents and less. 


The Local Law gives the Comptroller the 
right to make, adopt and amend rules and 
regulations appropriate to carrying out the 
provisions of the Act and the purposes 
thereof. The Comptroller, however, has no 
authority to make any regulations that 
would be legislative in their effect. His 
regulations must be confined to adminis- 
trative matters. 


As a matter of fact, the Comptroller has 
not made any regulations with respect to 
the imposition of additional taxes on the 
aggregate of individual sales of 24 cents 
and less. The only authority that can be 
found for this additional imposition is in the 
form of return and the instruction sheet ac- 
companying the report. It is elementary 
to say that the form of return and instruc- 
tions to the return must be in conformity 
with the regulations and certainly in con- 
formity with the law. Otherwise, the person 
charged with the responsibility of making 
up the form of return could, in effect, impose 
new impositions and additional requirements 
for which there would be no authority under 
the regulations or the law. 


It is clear from reading the law that the 
imposition, by the express provisions of the 
Act and by its clear intent, was to be limited 
to a tax of one per cent. The bracket system 








Businessmen wonder whether the recent adoption of the sales tax by certain 
Californian cities (Colton, Redlands, Santa Barbara, San Bernardino) is in- 
dicative of a general trend toward city sales taxes. The sales tax is already a 
familiar feature in New Orleans, Seattle, Atlantic City, and in many cities in 
Virginia and West Virginia. 
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which the Comptroller is authorized to adopt 
is necessary to enable retailers to pass the 
tax onto the consumer. Otherwise, it would 
be impossible to do so on sales under $1.00. 


The Deputy Comptroller’s theory was 
that the retailer was not entitled to offset 
any part of the collections from his cus- 
tomers against his tax liability of one per 
cent of the total taxable sales. This new 
theory radically changed the entire concept 
of the law by requiring the retailer to sepa- 
rate his sales transactions into two parts and 
to pay over actual tax collections plus one 
per cent of his total sales of 24 cents and 
less. 


In the Association’s opinion there was 
no authority in the Enabling Act or the 
Local Law or even in the regulations which 
justified such a distorted construction of the 
Act. At the time of the original enactment 
of this law in 1934 it was a matter of com- 
mon knowledge and the subject of much 
publicity in newspapers and trade periodicals 
that the retailer was to be permitted to off- 
set tax collections on sales of 25 cents and 
over against sales of 24 cents and less, in 
respect of which no collections are per- 
mitted. Such procedure was countenanced 
by the Comptroller’s Office from the time 
the City Sales Tax Act was first adopted in 
1934 and until 1943, when the new form of 
return was conceived. 


It was the contention of this Association 
that the action of the Comptroller in revis- 
ing the form of return was contrary to the 
provisions of the law. 


The Commerce and Industry Association 
recommended that: 


(1) The new returns for sales and com- 
pensating use tax, Form 12 SUX, and in- 
structions should be restored to their original 
form as of June 30, 1943, in conformity with 
the Local Law, Section N41-3.0. 


(2) The Comptroller should issue a clari- 
fying regulation to the effect that so long 
as the vendor’s collections under any bracket 
system issued by the Comptroller equal or 
exceed the prescribed rate based on the 
vendor’s total receipts, the vendor’s liability 
to the City shall not exceed the amount of 
such collections. 


As a result of the discussions the Comp- 
troller agreed to restore the tax return to 
its original form. Furthermore, in a letter 
to the Commerce and Industry Association, 
the Comptroller stated that: “the vendor’s 
liability to the City as to tax on sales shall 
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be limited to the tax as computed at the 
statutory rate on taxable sales or the amount 
of tax collected by the vendor, whichever 
is greater.” 


Sales Tax on Containers 


Article 69 of the Rules and Regulations 
issued by the Comptroller under date of 
December 29, 1938, deals with the taxability 
of “Receipts From Sales of Tangible Per- 
sonal Property Used in Connection with the 
Sale of Other Tangible Personal Property.” 
The portion of this article under discussion 
provides as follows: 


“Article 69.—Tangible personal property 
sold to a person who uses it in connection 
with the sale and delivery of other tangible 
personal property, may be classified into the 
following groups: 

* * * 


“2. Where container materials such as 


crating, packing cases, excelsior, bail bind- 
ings and the like, are used in connection 
with the preparation for sale of other tan- 
gible personal property sold for resale and 
where these materials do not pass to the 
ultimate consumer together with the tangible 
personal property originally contained there- 
in, then the sale of such materials to a 
person using them for crating, packing or 
wrapping is deemed to be a sale at retail 
and the purchaser thereof is required to pay 
the tax upon the amount of receipts there- 
from to his vendors. “ig 


In Sterling Bag Co. v. City of New York, 
281 N. Y. 269 (July 11, 1939), affirming 265 
App. Div. 645, it was held that the above 
regulation making the taxability of the sale 
of a container depend upon whether the 
container accompanied the product sold to 
the final buyer or ultimate consumer was in- 
valid. The court held that the sale of sugar 
bags by the manufacturer to a refiner was 
not a sale “at retail” but that the bags were 
resold by the refiner. Consequently, under 
the law, no tax was payable. A similar 
conclusion was reached by the court in 
American Molasses Company v. McGoldrick, 
281 N. Y. 269, affirming 256 App. Div. 649, 
with respect to pails, barrels and drums 
purchased by the Molasses Company as con- 
tainers for syrup and molasses which it sold. 


The Court of Appeals has also held upon 
the authority of the cases above cited that 
the sales of wooden packing boxes and 
crates to customers who use them as out- 
side or overall containers within which are 
placed other smaller packages containing 
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the products sold are not taxable. Wood 
Packing Box Co. v. McGoldrick, 286 N. Y. 
665 (July 29, 1941). 


The Comptroller had not amended his 
regulations with respect to the taxability of 
containers to give effect to the decisions of 
the Court of Appeals on this subject. Ap- 
parently the only recognition accorded by 
the Comptroller to the decisions of the Court 
of Appeals was to be found in a ruling of 
the Special Deputy Comptroller dated October 
10, 1941, and reported in Commerce Clear- 
ing House New York Tax Service, Vol. 3, 
Sub-Paragraph .233 of Paragraph 130-309, 
as follows: 

“This office has ruled that sales by man- 
ufacturers of containers such as wooden 
barrels, metal drums, packing cases, cor- 
rugated boxes, cartons and the like, are sales 
for resale and that the receipts therefrom 
are not subject to sales tax where the pur- 
chasers pack and sell their products in such 
containers. 

“Accordingly, manufacturers of containers 
described above may accept resale certificates 
from their customers. These certificates 
will be recognized by this department pro- 
viding that they contain the usual require- 
ments, such as the name and address of the 
purchaser and his registration number. 
Ruling of Special Deputy Comptroller, Oc- 
tober 10, 1941.” 


There would seem to be no argument 
needed to support the conclusion that the 
regulations should be amended to give effect 
to the decisions of the Court of Appeals. 
The failure to amend the regulations could 
only lead to confusion in the administration 
of the law and the collection of taxes on 
transactions where no tax was due. An in- 
quiry made of certain packers and dis- 
tributors of food products disclosed that 
some were still being charged a sales tax 
on corrugated boxes, bags and other con- 
tainers purchased by them for packing and 
selling their products. This would indicate 
that the ruling of the Special Deputy Comp- 
troller referred to above was not being fol- 
lowed in all cases. 


It was also the recommendation of the 
Commerce and Industry Association that 
the regulations should be further amended 
to provide that under no circumstances is a 
tax to be payable with respect to containers 
necessarily used in the distribution of food 
products. For example, it was understood 
that baking companies have been called 
upon to pay a tax upon waxed paper used 
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in wrapping bread unless they are able to 
show that the bread in the wrapped package 
was sold to the ultimate user or consumer. 
In a case such as this a sales tax should not 
be payable even though the bread is sold 
to a hotel or restaurant, since this would, 
in effect, impose a tax upon the sale of an 
exempt food product. 


Compensating Use Tax on Tangible 
Property Temporarily Stored in 
Local Warehouses 


Many chain stores with headquarters in 
New York City purchase supplies and equip- 
ment for use by their branch offices and 
stores outside of the City of New York and 
in other parts of the country, and store the 
delivered goods temporarily in the com- 
panies’ warehouses in this City far control 
and accounting purposes. 


These stored items are rigidly controlled 
and are delivered to the companies’ branch 
stores at actual cost as required, covered by 
regular invoices which are treated in every 
way like a regular invoice from an outside 
source, except that payment is made to the 
companies themselves. Thus these or- 
ganizations have a complete and accurate 
record of place of use or consumption of 


each item shipped to and from their ware- 
houses. 


The items of equipment or supplies in 
question may remain at warehouses a matter 
of days or months, depending on need, and 
no attempt is made to determine length of 
time any item remains in the warehouses. 


Generally, the number of branch stores 
located in New York City is a small frac- 
tion of the total number of stores through- 
out the United States, and actual audits of 
shipments from these warehouses show that 
more than 95 per cent of the items in ques- 
tion are shipped to and are used by branch 
stores outside of this City. 


Seventeen of the states and three cities, 
in which these organizations do business, 
levy taxes based on sales. Twelve of these 
states and two of the cities also levy com- 
pensating use taxes. A large proportion. of 
above supplies and equipment shipped from 
the warehouses in New York City to their 
branch stores is thus subject to use taxes 
at point of ultimate use or consumption. 


Notwithstanding complete records of aff 
transactions involving above items under 
above circumstances, the Comptroller's Of- 
fice had held all shipments of these items 
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taxable under compensating use tax law at 
time of delivery by vendor to the local 
warehouses. As a matter of fact, most 
vendors collected a sales tax on such ship- 
ments because of activities of auditors of 
the Comptroller’s Office. 


Such assessments ignored the fundamental 
question of whether the City has jurisdic- 
tion to tax and whether the property had a 
taxable situs at any time in New York City. 


The attempt to tax such property destined 
for out-of-town shipment ignored the basic 
and fundamental purpose of the use tax. 
The purpose of the compensating use tax 
is to avoid evasion of the sales tax and to 
compensate for the loss of sales tax revenue 
where the transaction has a taxable situs in 
New York City. The compensating use tax 
is applicable only where the subject of the 
sale becomes subject to New York City 
jurisdiction. 


Due to the inequity of this assessment it 
was the recommendation of the Commerce 
and Industry Association that supplies and 
equipment which are only temporarily at 
rest within the City limits and which are 
destined for use and consumption beyond 
the City limits should not be subject to the 
Compensating Use Tax. 


Gross Receipts Tax on Interstate 
Commerce 


Article 106 of the Regulations relating to 
the General Business and Financial Tax 
provides: “Out-of-city business houses, 
whether foreign corporations or other per- 
sons, which do not maintain offices within 
the City of New York but make sales to 
persons within the City through a manu- 
facturer’s sales representative, an independent 
sales agency, a resident salesman or in any 
other manner, are subject to tax under the 
provisions of the General Business and 
Financial Tax Law. It is of no consequence 
that the representative may act on behalf of 
other vendors as well, or that the technical 
relationship may be that of independent con- 
tractor rather than that of employee.” 


The last statement is broad enough to sub- 
ject to taxation a foreign corporation whose 
business is wholly interstate. The effect of 
this is to cause out-of-city concerns doing 
interstate business to withdraw deposits 
from New York City banks for fear that 
their bank accounts may be levied upon be- 
cause of the City’s views of liability for 
gross receipts. The gross receipts tax is im- 
posed for the privilege of carrying on a 
business within the City of New York. The 
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word “privilege” is italicized in Article 101 
of the Regulations. The New York State 
franchise tax (Article 9-A) is a tax not only 
for the privilege of exercising a franchise 
but also for the privilege of doing business 
in the state (N. Y. State Tax Law, Sec. 209). 
But the state authorities do not tax a foreign 
corporation which is engaged exclusively in 
interstate commerce. 


It was the Association’s contention that, 
if New York State does not attempt to tax 
foreign corporations engaged exclusively in 
interstate commerce, the City should not 
attempt to tax out-of-city concerns which 
maintain no office in the City and merely 
solicit orders through representatives who 
have no power to bind the principal on a 
contract but forward the orders to the office 
outside the City for acceptance. 


Out-of-city concerns should not be left in 
a state of uncertainty and depend entirely 
on an individual ruling as to whether they 
are doing business in New York City. 
While the question of doing business does 
involve largely a question of fact, there are 
some guides that are helpful and it is the 
function of regulations to supply these guides 
and remove as much doubt as possible. 


The Commerce and Industry Association 
urged that Article 106 of Regulations on 
City General Business and Financial Tax 
should be amended by striking out the last 
paragraph or at least modifying such para- 
graph so as to exclude the taxation of out- 
of-city concerns who merely solicit orders 
in New York City. This article should 
follow the New York State regulations and 
definitely state where a concern has no place 
of business in New York City, but merely 
solicits orders for its products which are 
forwarded to its home office for acceptance 
and the merchandise is shipped direct to the 
purchasers from outside the City, such con- 
cern is not subject to taxation. 


“Third Party Ruling” 


Prior to 1942, when a New York City 
vendor delivered goods from a source lo- 
cated outside of the territorial limits of the 
City to a purchaser located outside of the 
City, the receipts arising from such trans- 
actions were wholly tax exempt. 


When delivery of the goods was made 
from such source to a purchaser located in 
the City, an allocation formula was applied. 


The “Third Party Ruling”, promulgated 
by the Comptroller on April 15, 1942 (Rul- 
ing No. 1942-14), provides in part: 
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“Where a New York City vendor causes 
direct delivery to be made to his customer 
irom a third party’s out-of-city source of 
supply the shipment is deemed to originate 
in the City of New York and the receipts 
therefrom fall within the category of: 


“(1) Wholly taxable receipts, if delivery 
is made to the purchaser at a point within 
the City of New York or outside the City 
of New York but within the State of New 
York; 

“(2) Allocable receipts, if delivery is made 


to the purchaser at a point outside the State 
of New York.” 


Doubts as to Constitutionality 


Grave constitutional doubts may be raised 
concerning those transactions covered by 
the ruling which are of an interstate nature. 


A. The “Third Party Ruling” is in con- 
flict with the Interstate Commerce Clause 
of the United States Constitution because 
the situs of the taxable transaction does not 
lie within New York City. As stated by 
the Supreme Court “. . . the taxable trans- 
action is at the final stage of an inter- 
state movement and the tax is on the gross 
receipts from an interstate transaction” (Jn- 
ternational Harvester Company v. The Dept. 
of Treas. of State of Indiana, 64 Sup. Ct. Rep. 
1019, 1921). In all cases hitherto in which 
gross receipts taxes or taxes of an analogous 
nature have been upheld, the goods at some 
stage of the transaction have physically been 
within the jurisdiction of the taxing au- 
thority (McGoldrick v. Berwind IVhite, 309 
U. S. 33; Dept. of Treas. v. Ingraham, 313 
U. S. 252; American Manufacturing Co. v. 
City of St. Louis, 250 U. S. 459). 


It is, therefore, clear that, in respect to 
goods which physically never come within 
the territorial jurisdiction of New York City 
(the taxing power), there is no physical 
situs of the goods which can constitute a 
taxable incident for the exercise of New 
York City taxing powers. 


B. In the absence of the physical presence 
of the goods at any stage of the transaction 
within the territorial limitations of New 
York City there must be other taxable in- 
cidents in order for the City to impose the 
gross receipts tax consistently with the Due 
Process Clause. 


In respect to goods delivered outside of 
New York City there are no other incidents 
of taxation. As title passes beyond the 
boundaries of the City, the contract of sale 
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is entered into beyond the boundaries of 
the City and payment is frequently made 
outside the City. There is, therefore, a con- 
flict in the assessment of the tax with the 
Due Process Clause (McLeod v. Dilworth, 
64 Sup. Ct. Rep. 1023; Gwin, etc. v. Henne- 
ford, 305 U. S. 434; Fisher's Blend Station v. 
Tax Comm., 56 Sup. Ct. Rep. 383; Miles v. 
Dept. of Treas., 56 Sup. Ct. Rep. 750; Adams 
Manufacturing Co. v. Storen, 58 Sup. Ct. Rep. 
913). 


C. The “Third Party Ruling” violates the 
Due Process Clause of the United States 
Constitution in that it discriminates between 
local businesses of the same nature con- 
ducting transactions of the same nature. 


Under Art. 211 of the Regulations in New 
York City a manufacturer is given a con- 
siderably more favorable tax picture by the 
use of the so-called “Alternative Allocation 
Formula” than his competitor who owns a 
subsidiary factory located outside of New 
York. It is axiomatic in tax law that dif- 
ferences in classification for purposes of 
differences in taxation must rest upon a 
reasonable basis. There is no real distinc- 
tion in fact or law between the New York 
City vendor who owns his out-of-state 
source of supply and one who does not own 
his out-of-state source of supply, and to 
base a distinction of any tax upon the owner- 
ship of the physical property located out- 
side of the state is an unsubstantial difference 
and a denial of due process of law. 


This is clearly contrary to the Due Proc- 
ess Clause of the Constitution (American 
Manufacturing Co. v. St. Louis, 250 U. S. 459; 
Ficklen v. Shelby County, 145 U. S.1; Western 
Livestock Bureau v. Bureau of Internal Rev., 
58 Sup. Ct. Rep. 546; Coverdale v. Arkansas 
and Louisiana Pipe Co., 58 Sup. Ct. Rep. 736). 


D. The “Third Party Ruling” is in viola- 
tion of the Due Process Clause of the United 
States Constitution because it violates the 
theory of the General Business and Financial 
Tax Act; i. e., the tax is imposed upon the 
privilege of doing business in New York 
City. When goods are shipped from an out- 
of-city source to an out-of-city purchaser it 
certainly cannot be contended that all of the 
receipts arising from such a transaction are 
attributable to the exercise of the privilege 
of doing a City-wide business (American 
Manufacturing Co. v. St. Louis, 250 U. S. 459; 
Crew Levick Co. v. Pennsylvania, 245 U. S. 
292; Western Livestock Bureau v. Bureau of 
Int. Rev., 250 U. S. 253; Philadelphia & 
Southern S. S. Company v. Pennsylvania, 122 
U. S. 326). 


989 


The Commerce and Industry Association 
‘contended that the “Third Party Ruling” 
exceeds the powers delegated by the enabling 
acts to the City to levy these taxes, and, 
therefore, recommended that the Comp- 
troller revoke the “Third Party Ruling” 
promulgated by him on April 15, 1942 (Rul- 
ing Number 1942-14). 


Taxation of Intercorporate Dividends 


The enabling act limits the imposition of 
the Gross Receipts Tax to transactions tak- 
ing place within the territorial limits of 
New York City. Section 3 of Article 2-B, 
Chapter 130, Laws of 1944, defines receipts 
as follows: 

“*Receipts’. The gross receipts received 
in, or by reason of any sale made or services 
rendered or commercial or business trans- 
action had in the city = 


The proceeds of sales by a branch office 
located in Philadelphia or Buffalo are not 
subject to the imposition of a tax when the 
revenues of such sales are transferred to the 
New York office. However, the dividends 
irom a subsidiary corporation, being the net 
proceeds of sales in Africa, Australia or 
some remote part of the United States which 
are remitted to the parent corporation in 
New York City, are subjected to the tax. 
These transactions cannot logically be said 
to represent transactions in New York City. 


Thus, this Association contended that the 
Comptroller is without authority to pro- 
mulgate an arbitrary formula affecting in- 
tercorporate dividends levying a minimum 
tax of 25 per cent. 


Gross Receipts Tax on Federal 
Excise Taxes Collected 


Article 205 of the regulations relating to 
the General Business and Financial Tax pro- 
vides that Federal excise taxes collected by 
the vendor must be included in his Gross 
Receipts in computing the amount of tax 
paid to the City except in those cases where 
he collects as agent for the Government. 


While he may not be specifically desig- 
nated as such agent, he is in fact designated 
by the Federal Government to collect this 
tax. He is compelled by Federal statute to 
make this collection and is held strictly 
accountable therefor. 


To rule that he is not an agent of the 
Government is to rule contrary to the ex- 
isting facts. The collection of the amount 
of the tax is not an integral part of the 
transaction between the purchaser and seller 
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but is an entirely separate transaction be- 
tween the purchaser and the United States 
Government. The seller has no control 
over the imposition of the tax or the amount 
thereof. He is merely performing a duty 
imposed upon him. He makes no profit 
from the transaction and the imposition of 
a City Tax upon the amount thus collected 
is in the nature of a capital levy and is 
entirely inimical to the purpose for which 
the Gross Receipts Tax is levied. 


Article 48 of the Sales Tax Regulations 
specifically excludes the payment of sales 
tax upon money collected as Federal excise 
taxes and yet the inconsistent regulation is 
imposed directing collection of such taxes 
under the Gross Receipts Tax. ' 


The inconsistency of this conflict of rules 
is obvious and there appears no reasonable 
basis for including the excise taxes in the 
base in the one case and excluding them in 
the other. These views are entertained 
generally by business in New York City. 


The Association urged that Article 205 
of the regulations relating to the General 
Business and Financial Tax be amended to 
provide that, in computing such tax, the 
Federal excise taxes are to be excluded from 
the base to the same extent that they are 
excluded in the case of the sales tax. 


Conclusion 


The New York experience undoubtedly 
is a criterion for similar action by serious- 
thinking business men and City officials in 
those communities where similar tax laws 
are in effect. 

There is no panacea which may be sug- 
gested in order to combat any practice of 
municipal fiscal authorities in promulgating 
such inequities, nor is there any accepted 
procedure for obtaining from local authori- 
ties amendments to the regulations and thus 
alleviate the hardships. The approach of 
the Commerce and Industry Association was 
one of mutual understanding. The Associa- 
tion believes that by cooperation between 
the municipal fiscal authorities and the busi- 
ness men of the City there was established 
a better spirit in the administration of the 
tax acts to the benefit of the City as well as 
of business. 


The tax burdens upon business are grow- 
ing heavier. Business has no desire to shirk 
its financial responsibilities to the community. 
In New York City the special tax laws were 
originally enacted at a higher rate than is 
now in force in order to finance the cost of 
public welfare in the thirties. The City’s 
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business firms gave their full cooperation in 
order to meet that emergency. Since relief 
costs have dropped, the City has received 
legislative authorization to utilize these tax 
collections to meet current municipal oper- 
ations, 

It is to the interest of the municipality 
and to the benefit of the community that 
business and the individual prosper. When 
a locality is concerned with taxes of this 
sort the tax revenues are dependent directly 
upon business prosperity. Inequitable regu- 





lations which place business firms at a dis- 
advantage are not calculated to be in the 
best interests of the business community or 
the City at large. Cooperation and agree- 
ment are fostered when local authorities 
realize that upon business rests the welfare 
of the community and, therefore, business 
should be encouraged to utmost production. 
At the same time there should be engendered 
in business an increased understanding of 
the fiscal problems and responsibilities of 


the City. [The End] 


State Tax Termination Dates 


TIX HE PROVISIONS of the Soldiers’ 

and Sailors’ Civil Relief Act, relating 
to payment of taxes by persons in mili- 
tary service, will remain in force until 
the war is terminated by a treaty of 
peace proclaimed by the President and 
for six months thereafter. 


The last filing date of servicemen’s in- 
come tax returns for the war years is 
generally dependent on the date of ter- 
mination of the war or the date of his 
discharge. Examples: Kansas fixes the 
date as one year from the date of dis- 
charge or termination of the war as 
proclaimed by the President, whichever 
is earlier; Massachusetts gives until the 
fifteenth day of the sixth month after serv- 
ice ends or the fifteenth day of the eighth 
month following the end of the war, 
whichever is earlier; and Oklahoma 
grants until six months after termination 
of the present war or six months after 
such person returns to the United States 
following the termination of the war, 
whichever is the later. 


Exemption of servicemen’s compensa- 
tion will soon expire in a number of 


states. Examples: Iowa’s exemption con- 
tinues for six months after the termina- 
tion of Wor!d War I]; Utah for one year | 
after the termination of the present war | 
as proclaimed by the President; and Ver- 
mont for six months after the Governor | 
declares by proclamation the termination 
of hostilities. 


The end of the deduction for amortiza- 
tion of emergency defense facilities has 
been held by Wisconsin to terminate as 
of the end of the month during which the 
emergency use of the facilities ceases. 


Public lands leased for arms manufac- 
ture are taxable until six months after 
the termination of the unlimited national 
emergency proclaimed by the President 
in the proclamation of May 27, 1941. 





In addition to the termination of war 
emergency measures, other state tax legis- 
lation will begin to operate because of 
the ending of the war. Example: The 
Pennsylvania capital stock and franchise 
tax exemption granted corporations or- 
ganized for manufacturing purposes will 
be effective on the first day of the first 
calendar year after .cessation of hostilities. 





New York City Tax Regulations 
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Sale of Stock Followed, 


By ALFRED 


“The question to be determined,” writes the author, a New York tax attorney, in 

this sequel to his article appearing in the June, 1945, TAXES, “is whether or not 

the sale of the stock by the stockholders will be considered as a separate transac- 
tion from the subsequent liquidation by the vendee of the corporation.” 


fips TRANSFERABILITY of businesses 
owned by corporations is unnecessarily 
impeded by the tax consequences involved 
in their sale. During the past few years asset 
values have increased substantially. As a 
result, many owners of businesses either re- 
fuse to sell or ask an exorbitant price in 
order to cover the taxes which accrue on 
the sale. In those cases where the busi- 
ness is owned by a corporation, the situation 
is aggravated by the double taxation in- 
volved: the corporate tax on the profits real- 
ized from the sale of the assets, followed 
by the tax to the stockholders on the differ- 
ence between the cost basis of the stock and 
the amount realized from the liquidation of 
the corporation. 


Two methods have been employed to 
overcome this type of double taxation: 

(1) The-declaration of a liquidating dis- 
tribution to the stockholders followed by a 
sale of the assets by the stockholders to 
the vendee; and 


(2) The sale of the stock followed by a 
liquidating distribution of the assets to the 
vendee. 


The tax effect of the first method has 
been analyzed in my article “Corporation 
or Stockholders—Who Makes the Sale?”, 
TAXEs, June, 1945, page 526. The tax effect 
of the second method is the subject matter 
of this article. 


Question Involved 


The question to be determined is whether 
or not the sale of the stock by the stock- 
holders will be considered as a separate 
transaction from the subsequent liquidation 
by the vendee of the corporation. In con- 
sidering step transactions, it has been held 
that if the steps are so interdependent that 


992 


November, 1945 @ 


the parties would not have consummated 
one transaction unless the other were also 
closed, both steps will be considered as part 
of one unitary plan.’ 


If the parties intended a sale of assets and 
divided the transaction into two steps to 
avoid the tax consequences, the court will 
look through form to the substance of the 
transaction and the parties will be held 
liable for the taxes which would have ac- 
crued if the sale of assets had been made by 
the corporation. As was said by the Su- 
preme Court in the Minnesota Tea case:? 
“* * * A given result at the end of a 
straight path is not made a different result 


because reached by following a devious path. 
x oO *? 


The attitude of the Tax Court is also ex- 
plicit on this point. In the case of Walter S. 
Heller® the Court stated: 


“* * * In determining the substance of a 
transaction it is proper to consider the situa- 
tion as it existed at the beginning and end 
of the series of steps as well as the object 
sought to be accomplished, the means em- 
ployed, and the relation between the various 
steps. Commissioner v. Schumacher Wall 
Board Corporation, 93 Fed. (2d) 79; Republic 
Steel Corporation v. United States, 40 Fed. 
Sapo: 1017. * * * 


It is fairly clear that if the steps were a 
mere subterfuge they will be of no avail. 
Most of the transactions of this type are 
complicated by other factors and the deci- 
sions of the courts have leaned heavily on 
construing all the facts in an effort to de- 


1 First National Bank et al., Ex’rs., 34 BTA 
631; appeal dismissed 90 F. (2d) 1004 (CCA-6. 
1937); affirmed on another issue, 107 F. (2d) 
141 [39-2 ustc J 9757]. 

2 302 U. S. 609, 193g [38-1 ustc f 9050]. 

32 TC 371, 1943. 
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PERLSTEIN 


termine what the parties intended to ac- 
complish. The intent of the parties can be 
approached from various points of view. 


Intent 


The intent of the vendor may be different 
from that of the vendee. The vendor may 
have intended to sell only stock, yet the 
vendee may have purchased the stock with 
intent to get the assets. Furthermore, the 
intent which the court must ascertain is the 
intent at the time when the transactions were 
consummated and not a subsequent one. If 
both steps are interrelated, the intent of one 
party may be used to determine the intent 
of the other. 


On the other hand, if the distribution by 
the vendee of the assets of the corporation 
is at a much later period of time, it becomes 
more difficult to attribute the vendee’s intent to 
the vendor, as the vendee’s intent may be 
the result of events which occurred subse- 
quent to the original purchase of the stock 
and, therefore, not the basis for holding the 
two steps to be part of one unitary trans- 
action. The immediate liquidation of the 
assets after the original purchase of the 
stock consituted an important element’ in 
causing the court to hold that the vendee 
intended to and did purchase assets,* 
whereas the interval of approximately one 
year between the steps resulted in a con- 
trary holding.’ 


Vendee’s Position 


Some of the leading cases throw consid- 
erable light on the application of the general 
principles to specific situations. 


The case of Prairie Oil & Gas Company v. 
Motter® involved the basis of oil leases ac- 
quired by the taxpayer. The taxpayer en- 





* Helvering v. Security Savings & Commercial 
Bank, 72 F. (2d) 874 (CCA-4, 1934) [4 vustc 
1343). ‘ 

5 Thomas v. Barton, BTA memo. op., Dkt. 
95518, 1940 [CCH Dec. 10,998-E]. 

6°66 F. (2d) 309 (CCA-10, 1933) [3 ustc { 1142]. 


Assets 










tered into a contract with the “Olean” 
corporation and its stockholders for the pur- 
chase by the taxpayer of either “Olean” 
stock or its assets, the oil leases, vendors 
having the option to deliver either. The 
stock of “Olean” was delivered, and im- 
mediately thereafter the taxpayer liquidated 
“Olean” and acquired its assets in exchange 


for “Olean’s” stock. 


If the two steps were independent, as con- 
tended by the Commissioner, then the liquida- 
tion of “Olean” under the applicable Revenue 
Act constituted a tax-free reorganization com- 
pelling the taxpayer to use as its basis for 
depletion the same basis the oil leases had 
in “Olean’s” hands, which was lower than 
the purchase price of the oil leases. 


The court held that both steps were part 
of a single transaction and that the tax- 
payer had purchased the assets. The intent of 
the vendee to purchase assets was held to 
have been accomplished in this case. 


The “Olean” company was not a party to 
the action in this case, yet the court dis- 
cussed its position and stated: “* * * It is 
suggested that by taking two steps, the 
Olean Company avoided the payment of a 
tax on the profits of the sale. But its stock- 
holders were taxable on the profit realized 
from the sale of their stock; so the govern- 
ment has had its tax on the profits on the 
sale. It may be it could have collected two 
taxes if the Olean Company had sold the 
property and then liquidated; or the double 
tax may have been avoided by conveying its 
properties to its stockholders and they in 
turn conveying to the Prairie. * * *” 


This part of the opinion confuses the 
issues and furthermore was unnecessary for 
the determination of the tax liability of the 
Prairie Oil & Gas Company, the only party 
then before the court. Little reliance can 
be placed upon this statement in view of 
later decisions, especially that of the Su- 
preme Court in the case of Court Holding 
Company v. Commissioner, infra. Yet, it does 
illustrate the fact that for tax purposes it is 
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possible for a vendor to have sold stock and 
its vendee to have purchased assets or vice 
versa, depending upon each party’s purpose 
and intent. 


If a sale of stock is made, the vendor in- 
tending to sell stock, and subsequently the 
vendee liquidates the corporation in a 
manner in no way involving participation by 
the vendor, the vendor would probably be 
held to have sold stock. As to the vendee, 
the question would remain open as to 
whether or not it intended to purchase the 
assets. 


In this connection it is significant to note 
that most of the cases which have reached 
the courts involved vendees. In an outright 
sale of stock there is little tangible evidence 
to indicate an intention by the vendor not 
to sell stock.. What the vendee subsequently 
does, becomes a rather nebulous foundation 
upon which to attribute intent to the vendor. 


Again, in the Ashland Oil & Refining Co. 
case* the vendee was before the court and 
claimed that it had intended and in fact had 
purchased assets and not stock, and, there- 
fore, its basis for depletion was the actual 
cost of the assets, and also that it had real- 
ized no profit on the liquidation of the cor- 
poration whose stock it had previously 
acquired. 


The taxpayer in this case secured an op- 
tion to purchase “Union” stock for $5,000,000, 
of which the first payment of $1,500,000 was 
made on the exercise of the option, the next 
$1,000,000 from the income derived from the 
taxpayer’s operation of the oil leases which 
constituted “Union’s” assets. After the 
second payment was made, the “Union” 
stock was delivered to the taxpayer, who 
thereupon liquidated “Union”, received its 
assets and delivered to the vendor notes for 
the remaining $2,500,000 secured by a mort- 
gage on the assets of “Union”. In the 
course of these transactions, the taxpayer, 
in order to raise the necessary cash, brought 
into the transaction an investment banking 
firm which increased the ultimate cost to 
the taxpayer. 


The court sustained the taxpayer’s con- 
tentions and held that both steps were part 
of a unitary plan to acquire the “Union” oil 
producing properties, and that the transac- 
tion, though in form a purchase of stock, 
was in substance a purchase of oil and gas 
leases which the taxpayer still owned and it 
therefore could have realized no taxable 


7 Commissioner v. Ashland Oil & Refining Co., 
99 F. (2d) 588 (CCA-6, 193g) [38-2 ustc f 9580], 
cert. den, 306 U. S. 661. 
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gain, that its basis for depletion was the cost 
of the stock to it, including the sum charged 
by the investment bankers. The court 
stated: 


‘* * * Cur conclusion is that regardless 
of its form the substantial result that was 
intended to be effectuated by both parties 
to the transaction, and in fact was effectu- 
ated, was a transfer of the oil and gas prop- 
erties to Swiss, and these properties being 
still owned by Swiss or its successor, no 
taxable gain has been realized.” 


The dissenting opinion of Judge Hamilton 
points out, inter alia, that there was no 
showing in the record that “Union” had 
reported or paid a tax on any profits grow- 
ing out of its transfer of assets to the 
taxpayer, except that paid by its stockhold- 
ers on the sale of their stock. 


In this case, in spite of the fact that 
vendor was not before the court, and appar- 
ently had paid no tax on the profits realized 
from the sale of the assets, it was never- 
theless found that both parties intended a 
sale of assets. The vendor had participated 
in the dissolution, had taken a mortgage on 
the assets so distributed, and had in other 
ways participated in the entire transaction 
to such an extent that the intent of the 
vendor and vendee was justifiably held to 
be the same. 


Vendor’s Position 


The intent of the vendor in the case of 
The Gendron Wheel Company, decided by 
the Sixth Circuit on the same day as the 
Ashland Oil and Refining Co. case, took a 
peculiar turn. The taxpayer claimed it was 
entitled to a loss on the sale of its assets. 
Pursuant to an agreement which gave the 
vendee the option to purchase either the 
stock or the assets, the stockholders of 
the taxpayer deposited their stock with a 
bank and were then paid for said stock. 
Title to the stock was taken in the name of 
the vendee’s nominee, who thereupon caused 
the assets of the taxpayer to be transferred 
to the vendee by an instrument in writing 
which recited a consideration of $1.00 and 
other good and valuable considerations. 


The taxpayer claimed it sold assets, and 
relied on the written instrument conveying 
the assets. The court held that the instru- 
ment constituted a distribution of assets by 
a corporation to its sole stockholder upon 


8 United States v. The Gendron Wheel Com- 
pany, 100 F. (2d) 57 (CCA-6, 1938) [38-2 ustc 
7 9581). 
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which no loss accrued, rather than a sale 
of assets. 


The court distinguished this case from 
the Ashland case on the ground that in the 
Ashland case the acquisition of the stock 
and its subsequent liquidation were succes- 
sive steps in a unitary plan to acquire prop- 
erties, whereas in the Gendron Wheel 
Company case the taxpayer relied solely on 
the last step—the bill of sale—as evidencing 
the sale, and this instrument did not con- 
stitute a sale. 


Thus, we have here a situation in which 
the taxpayer claimed that it intended that 
only the last step constitute the transfer 
and sale and the court agreed that the 
transfer was so made, but that the legal 
effect of the instrument was a distribution, 
rather than a sale. 


Question of Fact 


The question of whether the sale of the 
stock and a following liquidation of the 
assets of the corporation by the vendee are 
parts of a unitary plan or two distinct 
transactions is one of fact in each case, 
upon which, under the Dobson theory,® the 
findings of the Tax Court, if supported by 
the evidence, are final. 


The decision of the Supreme Court in the 
Court Holding Company case,” which in- 
volved a liquidating distribution to stock- 
holders who subsequently sold the property 
to the purchaser with whom the corpora- 
tion had been negotiating for its sale, is 
applicable. The court stated: “* * * The 
incidence of taxation depends upon the sub- 
stance of a transaction. The tax conse- 





* Dobson v. Commissioner, 320 U. S. 489 [44-1 
ustc § 9108], 





quences which arise from gains from a sale 
of property are not finally to be determined 
solely by the means employed to transfer 
legal title. Rather, the transaction must be 
viewed as a whole, and each step, from the 
commencement of negotiations to the con- 
summation of the sale, is relevant: A sale 
by one ‘person cannot be transformed for 
tax purposes into a sale by another by using 
the latter as a conduit through which to 
pass title. * * *” 


In those cases where the value of the 
assets owned by the corporation is greater 
than their cost basis, the vendor usually 
insists that the vendee purchase the stock 
of the corporation, rather than the assets. 
The stockholders (vendors) by this method 
avoid payment of the taxes on the profits 
which would have been realized if the 
assets had been sold. The vendee who 
consummates the purchase in this manner 
and shortly thereafter liquidates the corpo- 
ration in order to obtain the assets, which 
he intended to purchase in the first place, 
may find that he has become liable as trans- 
feree of the corporate assets, for the pay- 
ment of the corporate tax on the sale of 
said assets which should have been paid by 
his vendors. 


If the vendee impelled by business rea- 
sons finds it necessary to purchase the stock 
of a corporation in order to obtain the 
assets, he should obtain from the vendors 
proper indemnity against any loss that he 
may suffer as a result of the assessment not 
only of any corporate taxes that had ac- 
crued prior to the transaction, but also of 
any taxes that may be incurred by the cor- 
poration in the transaction itself. 


[The End] 


1 Court Holding Company v. Commissioner, 
324 U. S. 331, March 12, 1945 [45-1 ustc { 9215]. 





Christmas Seal Season 


The 1945 Seal Sale opens on Monday, November 19, and continues until Christmas. 
Introduced in America in 1907, the Seals have made possible a continuing year- 
round fight against tuberculosis, conducted by the National Tuberculosis Associa- 
tion and its 2,500 affiliates in the 48 states, District of Columbia, Alaska, Hawaii, 


Puerto Rico, Philippines, and the Canal Zone. 


AND HASTEN V-TB DAY! 
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TAX ADJUSTMENT ACT of 


Bh 
1945,’ which went into effect on July 31, 
1945, may eliminate the excess profits tax 
for small corporations and will grant direct 


cash benefits for many others. These cash 
benefits may take the form of faster re- 
funds, or postponements of taxes which are 
currently payable and quick refunds based, 
in some cases,.on re-calculation of tax liability 
for taxable years as far back as 1941. 


The new statute carries into effect the 
first group of changes recommended by the 
Joint Committee on Internal Revenue for 
Post-War Taxation, the major purpose of 
which is to help business meet the im- 
mediate problems following the end of the 
war.” 


The law has no effect upon present tax 


1 Hereinafter cited as ‘“T. A, A.”’ 

2See Report No, 1 of The Joint Committee 
on Internal Revenue Taxation for Post-War 
Taxation, 5/11/45, which states that the rec- 
ommendations are for ‘‘the interim period be- 
tween the end of hostilities in Europe and the 
end of major hostilities with Japan.’’ 


996 


By 


LIONEL 


rates. -It (1) increases the specific exemp- 
tion for excess profits tax purposes; (2) 
makes the 10% post-war excess profits credit 
immediately available; (3) advances the ma- 
turity date of outstanding post-war refund 
bonds; (4) creates new procedure for quick 
refunds based upon carry-backs of operating 
losses and unused excess profits credits; and 
(5) speeds up refunds resulting from accelera- 
tion of rates of amortization and property 
used in connection with government war 
contracts. 


“EPT” Specific Exemption Increased 


Under the new statute, the specific ex- 
emption of corporations for excess profits 
tax purposes has been increased from 
$10,000 to $25,000 for years commencing 
after 1945. A corporation which files its 
tax returns on the basis of a fiscal, instead 
of a calendar, year may also obtain early 
relief. It may claim a pro-rata portion of 
the $10,000 exemption for that part of its 
fiscal year which falls into 1945, and a pro- 
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Weil, Gotshal & Manges, attorneys. He is a writer and lecturer on tax 
problems and co-author of the monograph series “Fundamentals of 


Federal Taxation,” published by the Tax Section of the American Bar 
Association and the Practising Law Institute. By special arrangement, 


we are publishing Mr. Freeman’s article concurrently with its appearance 
in the Fall Supplement of “Fundamentals of Federal Taxation.” 


rata portion of the $25,000 exemption for 


that part of its fiscal year which falls into 
1946. 


Increase of the specific exemption poses 
the question of whether an affiliated group 
of corporations, which has been filing re- 
turns on a consolidated basis, may now elect 
to file separate returns so as to claim a 
$25,000 exemption for each corporation in 
the group. Where the change results in an 
overall saving of tax, such an election would 
appear to be entirely proper under the Con- 
solidated Excess Profits Tax Regulations. 
They permit a change to separate returns 
whenever an amendment of the law or regu- 
lations is “of a character which makes less 
advantageous to affliated groups as a class 
the continued filing of consolidated returns.” * 


Under this provision of the regulations, 
affliated corporations which filed consoli- 


* Secs. 710 (b) (1) and 141 (ce) I. R. C. as 
amended by Sec. 2 T. A. A.; Sec. 2 (d) T. A. A. 
4 Regs. 110, Sec. 33.11 (a). 


The Tax Adjustment Act 


dated returns for 1943 were permitted to 
elect to file separate returns for 1944 to take 
advantage of a change in the law which in- 
creased the specific exemption from $5,000 
to $10,000.° 


Post-War Credit Accelerated 


The new law makes available for im- 
mediate use the post-war credit of 10% of 
the excess profits tax. Under prior law, this 
credit was similarly available up to 40% of 
net debt retirement. But to the extent that 
the credit was not taken currently, the Govern- 
ment issued to the taxpayer non-negotiable, 
non-interest bearing bonds not redeemable 
until from two to six years after the war, 
depending upon the taxable year for which 
issued. Such an arrangement failed to meet 
adequately one of the principal purposes for 
the allowance of post-war credits—that is, to 


5ST, T. 3684, 1944 I. R, B. 15-11820; to same 
effect for taxable year 1941: I. T. 3515, 1941-2 
Cc. B. 172. 
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provide a fund for the conversion of produc- 
tion facilities to peacetime demands. 


This difficulty is remedied by (1) repeal- 
ing the post-war credit and credit for debt 
retirement for taxable years after 1943; ° 
(2) providing that the credit of 10% of the 
excess profits tax paid* may be taken cur- 
rently against taxes due for 1944 and later 
taxable years;* and (3) providing that out- 
standing post-war refund bonds issued for 
taxable years beginning in 1941 and ending 
after June 30, 1942, and beginning in 1942 
and 1943,° should be payable in cash,” at 
the option of the owner, on or after January 

-1, 1946." If the option is not exercised, the 
maturity date of the bonds remains un- 
changed. Where bonds are due a corpora- 
tion but cannot be issued before January 1, 
1946, the corporation will receive cash in- 
stead of bonds. None of these cash pay- 
ments are taxable.” 


Accelcration of the post-war excess profits 
credit refund permits a corporation to re- 
duce its remaining installment payments due 
on excess profits tax liability for a year 
which began after 1943 by deducting a pro- 
rata portion of its credit from each of the 
remaining installments. 


EXAMPLES 


Corporation A reported an excess profits 
tax liability of $1,000,000 for 1944, of which 
10%, or $100,000, is the post-war credit. The 
company paid quarterly installments of 
$250,000 each on March 15 and June 15, 
1945. Under the new law, the corporation’s 
quarterly $250,000 installment due on Sep- 
tember 15 was reduced by one-half of its 
$100,000 post-war credit. It therefore paid 


6 Secs. 780 (a) and 783 I. R. C. as amended 
by Sec. 3 (a).and (g) T. A. A. 

™The excess profits tax figure to use for this 
purpose is the tax computed under the Excess 
Profits Tax Section of the Code before certain 
credits and adjustments. See detailed discus- 
sion of Sec, 3 T. A. A, House Report No. 849, 
79th Cong., 1st Sess., p. 11. 

§ Sec. 784 (a) I. R. C. as added by Sec. 3 (h) 
: a ee 

® Under the new law, issuance of bonds for 
such taxable years is limited to cases where the 
excess profits tax, including deficiencies, was 
paid before July 1, 1945. Secs. 780 (b) and 781 
(a) I, R. C. as amended by Sec, 3 (b) and (d) 
: oo ie 

Tf any of the tax payments referred to in 
note 9 are made on or after July 1, 1945, then 
the amount of credit must be paid to the tax- 
payer in cash; no interest for the period after 
December 31, 1945 may be charged on such tax 
payments to the extent of the credit. Sec. 781 
(c) I. R. C. as amended by Sec. 3 (f) T. A. A. 

11 Sec. 780 (c) I. R, C. as amended by Sec. 3 
(c) T, A. A. 

1% Sec, 781 (c) I. R. C. 
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only $200,000 and had available at that time 
for any of its own purposes an extra $50,000 
in cash. Similarly, when the December 15 
installment is due, only $200,000 instead of 
$250,000 will be paid. 


If Corporation A paid its entire 1944 tax 
of $1,000,000 before the new law was passed, 
then its credit of $100,000 will be refunded 
by the Commissioner on his own initiative. 


A corporation which has remaining in- 
stallments to pay on excess profits tax 
liability for a year which began prior to 
January 1, 1944 is permitted to reduce only 
its Jast installment by the amount of the 
credit. Although the new law is silent on 
this point, the Commissioner has authorized 
this special procedure so that affected cor- 
porations will not have to pay the credit and 
then wait for refund. 


Corporation B filed an excess profits tax 
return on February 15, 1945 showing a 
$300,000 excess profits tax due for its fiscal 
year which ended November 30, 1944. It 
has already paid three installments totalling 
$225,000. Normally, it would owe another 
installment of $75,000 on November 15. 
However, it is entitled to a post-war credit 
of 10% of $300,000, or $30,000. In this case, 
the corporation may reduce its last install- 
ment of $75,000 due on November 15 by the 
full amount of the post-war credit of $30,000, 
to $45,000." 


Where a corporation makes payment on a 
deficiency assessment for additional excess 
profits tax for a taxable year which began 
prior to January 1, 1944, the corporation will 
be permitted to reduce such payment by the 
amount of the post-war credit applicable to 
the deficiency. 


The effect of the change made by the new 
law with regard to the post-war credit is to 
convert a gross excess profits tax of 95%, 
including a post-war credit of 10%—part of 
which could have been taken currently fer 
net debt retirement—into a current excess 
profits tax of 854%. 


How to Handle Post-War Credit 
on Tax Return 


All corporations which now file excess 
profits tax returns (Form 1121) should take 
the amount of the post-war credit 1ight on 
the return, thus reducing the total tax 
by 10%. This reduced total tax inay be 
paid in the usual way—that is, in full, or by 
installments. If a corporation uses the 1944 


13 Press Release of Commissioner Joseph D. 
Nunan, Jr., 8/14/45, Par. 1 (b). 
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edition of Form 1121, it should enter the 
credit on line 21, page 1. Line 21 originally 
indicated a “credit for debt retirement”, 
which has been replaced by the current 
credit under the new law. The 1945 form 
specifically provides for the current credit. 


Carry-Back Refunds Accelerated 


To speed up carry-back refunds, so that 
taxpayers may have the benefit of a cur- 
rently improved cach position for reconver- 
sion, the new law provides for two types of 
relief: (1) postponement of current tax pay- 
ments for the preceding year on the basis of 
a corporation’s anticipated results of opera- 
tions for the current year; ** and (2) prompt 
payment to corporations and non-corporate 
business taxpayers of refunds after the occa- 
sion for them has arisen.” 


Under prior law, refunds resulting from 
carry-back of net operating losses and un- 
used excess profits credits were not obtain- 
able until a considerable length of time after 
the loss or unused credit had arisen. The 
reason is that a claim could not be filed 
until after the year in which the loss or 
unused credit had occurred. Furthermore, 
after the claim was filed, months or years 
might be required to audit the returns for 


all tax years affected and to review the claim- 


before a refund could finally be made. 


Corporate Tax Postponement 


The first type of reliei—postponement of 
tax installments which are currently due— 
is available only to corporate taxpayers. 
Such a taxpayer may take advantage of an 
automatic extension of time for payment of 
an installment of its income tax, declared 
value excess-profits tax, or excess profits 
tax which becomes due in any current tax- 
able year ending on or after September 30, 
1945, provided two conditions are met. The 
taxes postponed must be only for the one 
taxable year immediately preceding the cur- 
rent year, and the corporation must reasonably 
anticipate that during the current taxable year 
it will have a net operating loss* or unused 
excess profits credit carry-back to any pre- 
ceding taxable year or years.” 


EXAMPLE 
Corporation C, which is on the calendar- 
year basis, filed its 1944 tax return on March 
15, 1945. It showed liability of $20,000 for 





13a See Note 13. 


4 Sec. 3779 I. R. C. as added by Sec. 4 (a) 
a eo 


1% Secs. 3780 and 3781 I. R. C. as added by 
Sec, 4 (a) T. A. A. 
16 Sec. 3779 (a) I. R. C. 
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income tax and $28,000 for excess profits 
tax, or a total tax of $48,000. Two install- 
ments totalling $24,000 were paid in March 
and June, 1945. The corporation was rea- 
sonably certain that 1945 operations would 
result in an unused excess profits credit of 
$40,000, which, when carried back to 1943, 
would reduce that year’s total tax by 
$20,000. 


On the basis of these facts and the new 
law, Corporation C had the right to, and 
did, obtain an auiomatic extension of time 
to the last day of the month in which its 
tax returns are due, March 31, 1946,” for 
payment of $20,000 of tax installments other- 
wise due in 1945,” by filing with the Col; 
lector of Internal Revenue Form 1138, a 
statement showing all of the relevant facts 
with regard to the estimated amount. of the 
expected carry- -back and reduction in, prior 
years’ taxes.” saved 





at Sec. 3779 (da), C1) I... B.C. : 

1% It is important to note that, the tax. pay- 
ments only for the one immediately preceding 
year may be thus postponed. Hence, if the 
year of the expected unused excess profits credit 
is 1945, the time for payment of taxes for 1944, 
and for no other year, may be postponed. The 
time for payment of taxes for 1943 and prior 
years may not be postponed, even if tax: defi- 
ciencies with respect to such years are assessed 
and payable in 1945. 

Example: Corporation D paid no excess profits 
tax for 1941. Its returns for that year are now 
being audited by a Revenue Agent and a de 
ficiency in excess profits tax appears to be due. 
The corporation’s 1943 return, which has: not 
yet been audited, shows an unused excess’ profits 
credit which is available for carry-back to 1941. 
This carry-back would eliminate the deficiency 
in excess profits tax for that year. 

If the corporation is required to pay the 1941 
tax now, it can file a claim for refund on Form 
843 based upon the carry-back of the unused 
credit for 1943, but it will lose the use of the 
tax money from the time it is paid until re- 
funded by the Government. This situation is 
apt to arise rather frequently, but the new law 
affords no relief, since neither of the two con-. 
ditions is met: The deficiency in tax payable 
in 1945 is not for an immediately preceding 
year (1944), but for an earlier year (1941); and 
the carry-back is not from the current year 
(1945) but from a prior year (1943). Hence, the 
only course for Corporation D to follow is to 
make payment of the tax, file its claim for re- 
fund on Form 843, and wait for it to be proc- 
essed in the usual way. 

The only tax payments which may be: post- 
poned in the current taxable year are those 
taxes (including interest and deficiencies) of 
the immediately preceding year which have not 
been required by law to be paid by the corpo- 
ration before it files Form 1138. Sec, 3779 (c) 
LR. 

2 Sec. 3779 (b) I. R. C. The Commissioner is 
required, upon request, to furnish a dated re- 
ceipt for any Form 1138 filed (Ibid.), and it 
is advisable to obtain one, since it constitutes 
the taxpayer’s only authority for postponing 
payment of the tax. 
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At this point, $24,000 of the original 1944 
tax amounting to $48,000 had already been 
paid, leaving a balance of $24,000. The re- 
vised tax for 1944, as a result of the carry- 
back from 1945 to 1943, was $28,000, which 
would require quarterly installments in 1945 
of only $7,000 each.” Since $24,000 had al- 
ready been paid in 1945, the third $7,000 
installment due on September 15, which 
would have brought the total payment up to 
only $21,000, was not paid. The $4,000 
balance will have to be paid by December 15. 


Quick Refund Claim Now Available 


By March 31, 1946, the automatic tax 
postponement date, Corporation C will be 
in a position to know the actual result of 
its operations for 1945. If its estimate of 
what would happen in 1945 was right, then 
the corporation may file with the Collector 
Form 1139, an “Application for Tentative 
Carry-Back Adjustment.”™ The applica- 
tion is just a claim for a $20,000 reduction 
in 1943 tax, based upon the carry-back from 
1945. It differs from an ordinary claim for 
refund in that the Commissioner must act 
upon it without making his customary audit 
and within 90 days.” Hence, it may be re- 
ferred to as a “quick refund claim.” If the 
claim be granted, then the $20,000 tax which 
was postponed need not be paid. 


This quick refund claim or second type 
of relief under the new law is available to 
all taxpayers engaged in business—corpora- 
tions,” individuals,* estates and trusts— 
where there is an actual, as distinguished 
from anticipated, operating loss or unused 





* Sec. 3779 (c) I. R. C. provides that, if the 
postponement relates to only a part of the tax, 
the time for payment of the remainder shall be 
considered to be the dates on which payments 
would have been required if such remainder had 
been the tax and the taxpayer had elected to 
pay it in four equal installments. 

21 Sec. 3780 (a) I. R, C. The filing of Form 
1139 automatically extends the time for pay- 
ment of the corporation’s tax again until the 
date on which the Commissioner mails notice 
that he grants or denies the application. 

2 Sec. 3780 (b) I. R. C. For another differ- 
ence, see note 34, infra. The 90-day period runs 
from the later of the following two dates: (1) 
The date the application is filed, or (2) the last 
day of the month in which the return for the 
year of loss or unused credit is due (including 
an extension of time). Sec. 3780 (b) I. R. C. 

22 Including those corporate taxpayers which, 
though entitled to carry-backs, have not post- 
poned any current tax payments. 

*% Individuals with a net operating loss carry- 
back may apply for such relief by filing Form 
1045. 

* The unuseg excess profits credit carry-back 
is, of course, limited to corporate taxpayers, 
since the excess profits tax does not apply to 
noncorporate taxpayers. 
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credit carry-back.~ The amount of the ad- 
justment is not limited to the tax for the 
year immediately preceding. It may be based 
upon application of the carry-backs to all 
prior years which are affected. 


Form 1139, which requires the taxpayer 
to show all of the relevant facts with regard 
to the estimated amount of the expected 
carry-back and reduction in prior years’ 
taxes, must be filed within 12 months after 
the end of the taxable year in which the 
loss or unused credit occurs. The result 
will be a prompt refund in cash of any 
amount due from the Government in excess 
of postponed or delinquent tax payments, 
unless the Commissioner finds material 
omissions, or errors of computation which 
he deems cannot be corrected by him within 
the 90-day period.® 


What Commissioner May Do 
Within 90-Day Period 


Within such 90-day period, the Commis- 
sioner is to make such a limited examina- 
tion of the quick refund claim as he deems 
practicable, to discover omissions and er- 
rors of computation therein. He must then 
determine the increase or decrease in any 
tax affected by the carry-back upon the basis 
of the claim and such examination, and, in 
this process, may correct any errors of com- 
putation or omissions which he finds. Such 
corrections may cover mathematical errors 
in the claim or adjustments required by law 
and erroneously made by the taxpayer in 
computing its net operating loss, unused ex- 
cess profits credit, resulting carry-backs, net 
operating loss deduction or unused excess 
profits credit adjustment.” 


For example: If a taxpayer’s claim fails 
to take into account certain tax-free interest 
which was received in the year of the oper- 
ating loss, or in a prior year, the taxes for 
-which are affected by the carry-back, the 
Commissioner may take that item into ac- 
count in his recomputation if he knows the 
amount of such interest received by the tax- 
payer. However, he will not change a 
deduction for depreciation which he believes 
to be excessive, nor will he include in gross 
income any amount not included by the tax- 
payer even though he believes that such 
amount is taxable and should be reported 
as gross income. But any deduction limited 
by net income or adjusted gross income, as, 
for example, the deduction for charitable 





26 Sec. 3780 (b) I, R. C. 
77 See detailed discussion of Sec. 
IL. R. Cc. H.R. R.. 849,. pp. 2325. 
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contributions, will be recomputed on the 
basis of the net income or adjusted gross 
income as affected by the carry-back.” 


For the purpose of determining the effect 
on prior years’ taxes of the taxpayer’s esti- 
mated amount of carry-back, the items of 
gross income, deductions, credits and tax 
reported by the taxpayer on the face of its 
returns for each prior year, as adjusted by, 
or reflected in, additional tax assessments 
and collections made or tax credits or re- 
funds allowed up to the time of filing the 
quick refund claim, are presumed to be cor- 
rect. Therefore, if the Commissioner and 
the taxpayer were in disagreement as to the 
proper treatment of any item ina prior year 
affected by the carry-back, it will be as- 
sumed that the method employed by the 
taxpayer in reporting it was correct, unless 
such disagreement had resulted in assess- 
ment of a deficiency or allowance of a credit 
or refund prior to filing the claim.” 


For example: If the taxpayer claimed a 
$50,000 deduction on its 1943 return for 
salaries paid to its officers, but the Commis- 
sioner asserts that such deduction should 
not exceed $20,000, and the parties have 
been unable to agree on the amount properly 
deductible prior to the time the application 
is filed, then $50,000 will be considered to 
be the proper amount of the deduction in 
determining the increase or decrease in each 
prior year’s tax affected by the carry-back.” 


If a corporate taxpayer files a quick re- 
fund claim based upon accelerated amortiza- 
tion,” which has not been acted upon by the 
Commissioner prior to the time it files 
another such claim based upon a carry-back 
of an operating loss or unused credit, then 
the taxpayer must, in computing the ex- 
pected refunds from the carry-back, treat 
the first amortization claim as granted by 
the Commissioner and the amount of the 
prior years’ taxes as though reduced by al- 
lowance of the increased amortization de- 
ductions.” 


If the Commissioner finds that there are 
material omissions or errors of computation 
in the claim, which he decides cannot be 
corrected by him within the 90-day period, 
the claim will be denied entirely or in part. 
Since the Commissioner’s determination is 
conclusive, the taxpayer’s only recourse as 





2 See detailed discussion of Sec. 3780 (b) 
I. R. C., H. R. R. 849, pp. 23-25. 

29 Tbid. 

30 Tbid. 

% This claim is explained under heading ‘‘Re- 
funds on Accelerated Amortization,’’ infra, p. 
1007. 

32 Sec. 3780 (a) (3) I. R, C. 

33 Sec, 3780 (b) I. R. C. 
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to the amount of tax disallowed is to pay it 
and file an ordinary claim for refund before 
the statute of limitations period expires.* 


Since the Commissioner will be required 
to make all of these adjustments within a 
short period of time and upon a very limited 
examination, many refunds may be granted 
which he will subsequently discover to be 
erroneous. To meet this situation, the new 
law provides a summary procedure for 
cancelling such erroneous allowances and 
restoring the Commissioner and taxpayer to 
the same position that they occupied before 
the quick refund claim was approved. 


If the Commissioner finds that the amount 
of such a refund or credit based upon a 
carry-back was excessive, he may assess the 
net amount of the excess as a deficiency re- 
sulting from a mathematical error appearing 
on the face of the return.” This means that 
the Commissioner’s notice of such deficiency 
is conclusive and the assessment must be 
paid by the taxpayer without an opportunity 
to contest it before the Tax Court. How- 
ever, the taxpayer may file an ordinary claim 
for refund based upon the carry-back and, 
it it is rejected, sue for recovery of the tax 
overpaid. 


Upon assessing any deficiency on account 
of an erroneous allowance of a quick refund 
claim, the Commissioner will schedule as an 
overassessment the decrease in any other 
tax resulting from the reversal of his prior 
adjustments. Thus, if the Commissioner de- 
termines that $8,550 of excess profits tax for 
1944 which he refunded, credited or applied 
in connection with a quick refund claim was 
in excess of the proper amount, he may as- 
sess such $8,550 as a deficiency which cannot 
be contested by the taxpayer before the Tax 
Court. Generally, however, such a deficiency 
will result in a $4,000 decrease of income tax 
for 1944, and the new law also provides that, 
upon assessing the $8,550 of excess profits 
tax, the Commissioner will schedule such 
$4,000 decrease in income tax as an over- 
assessment which will be offset against such 
deficiency in excess profits tax. Hence, the 


deficiency will be only for the net amount 
of $4,550.” 





* The taxpayer cannot institute suit for re- 
covery of any tax affected by the application 
Form 1139 if it is denied in whole or in part, 
because of the express statutory provision that 
‘the application does not constitute a claim for 
refund. See last sentence of Sec. 3780 (a) I. R. C. 
Such litigation may be instituted, however, if 
an ordinary claim for refund is properly filed 
and subsequently denied in whole or in part. 

% Sec. 3780 (c) I. R, C. 

3% Ibid. 

* Ibid. 


The Ways and Means Committee Report 
indicates that this method of recovering ex- 
cessive allowances on quick refund claims 
is not an exclusive remedy, and that it is 
contemplated the Commissioner will usually 
proceed by way of a deficiency notice in the 
ordinary manner, thereby affording the tax- 
payer an opportunity to litigate any dis- 
puted issues before the Tax Court. Of 
course, the Commissioner may also sue to 
recover the amount of the erroneous re- 
fund.* 


Taxpayer or Commissioner May 
Terminate Extension Period 


The extension of time for payment of the 
preceding year’s taxes under Form 1138, to 
the extent of the refund expected, continues 
until (a) the last day of the month in which 
the corporation must file its return for the 
taxable year in which the operating loss or 
unused credit occurs, and, in the event a 
quick refund claim be filed before the ex- 
piration of the first extension, (b) the day 
the Commissioner takes action on the claim 
during the second 90-day extension. How- 
ever, termination of this tax postponement 
may occur before either of these two dates 
in one of the following two ways: 


(1) If the taxpayer files a revised Form 
1138 showing a smaller amount of tax to be 
refunded, in which event postponement of 
the difference between the amounts terminates 
on the date the revised form is filed,” and 
such improperly postponed portion of the 
tax must be paid. 


(2) If the Commissioner believes that col- 
lection of the postponed tax is in jeopardy 
and mails notice to the taxpayer denying 
the quick refund claim, postponement of the 
entire tax terminates on the date the Com- 
missioner acts, and the tax must be paid 
upon notice and demand from the Collector.” 


Postponed Corporate Tax 
Payments Bear Interest 


Interest must be paid on all postponed 
corporate tax payments at the rate of 3% 
per annum from the time the tax would 
have been paid if there had been no ex- 


3% Page 26. 

39 There is no limit to the number of revised 
Forms 1138 a corporation may file to correct a 
former estimate. The law provides that each 
revised form filed shall be in lieu of the one 
previously filed for the same taxable year. Sec. 
3779 (e) I. R. C. Hence, the postponement of 
payment for that amount of tax which is not 
affected by the revised form remains the same. 

40 Sec. 3779 (d) (2) and (h) I. R. C. 
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tension of time granted and the taxpayer 
had elected to make payment in four equal 
installments. However, if the amount of the 
carry-back be less than expected, the cor- 
poration is required to pay interest on that 
portion of the tax which was improperly 
postponed at the rate of 6% per annum.” 


The Commissioner’s action in granting or 
denying a quick refund claim is conclusive 
as to interest charges on the tax payments 
postponed, and neither he nor any court can 
subsequently change the amount of such 
charges.” 


However, if the Commissioner finds that, 
during the period of extension, there has 
been a credit or refund for an overpayment 
allowed or deficiency assessed affecting such 
postponed tax payments, which the taxpayer 
had no opportunity to take into account in 
his original Form 1138 or revised form, then 
he will make an appropriate adjustment in 
determining whether the 3% or 6% interest 
rate applies.* 


Penalty May Be Imposed 


A corporate taxpayer which obtains a 
postponement of an excessive amount of its 
tax payments may become subject to a 
penalty. If the postponed tax is more than 
125% of the net refund which is ultimately 
found to be due to the taxpayer under the 
quick refund claim, the excessive portion, 
which is referred to as the “penalty portion” 
in the statute, is subject to an extra charge 
of 5%. This penalty is in addition to the 
regular 3% interest charge on the amount 
of tax correctly postponed, and the 6% in- 
terest charge on all of the excess. Since 
a carry-back of unused excess profits credit 
which reduces the excess profits tax of a 
prior year may result in an increase of in- 
come tax for the same year, the law provides 
that, in determining whether the tax pay- 
ment has been properly postponed, the net 
effect of the carry-back should be taken into 
account.“ 


EXAMPLE 


Corporation E, which came into existence 
on January 1, 1944, and which keeps its 
books and makes its tax returns on the 


“1 Sec. 3779 (i) I. R. C. It is advisable to file 
a revised Form 1138 and pay the improperly 
postponed tax whenever a taxpayer finds that 
the estimated refund has overshot the mark, 
thereby reducing the interest charges. 

#@ H.R. R. 849, p. 20. 

Sec. 3779 (i) I. R. C. 


#4 Sec. 292 (c) I. R. C. as added by Sec. 6 (a) 
pe oes 
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calendar-year basis, postponed payment of 
$150,000 of its excess profits tax for 1944 on 
the basis of an expected unused ' excess 
profits credit for 1945. Aiter the close of 
1945, Corporation E found that it had such 
an unused excess profits credit for that year, 
and it filed a quick refund claim on March 
31, 1946. The claim shcwed a decrease in 
excess profits tax for 1944 of $150,000. but 
a resulting increase in income tax for that 
year of $50,000, or a net decrease in tax of 
$100,000. 


Corporation E’s claim was allowed in full 
by the Commissioner on June 15, 1946 and 
the resulting decrease of $150,000 in excess 
profits tax for 1944 was applied against the 
$150,000 of excess profits tax which had been 
postponed. The Commissioner, however, 
simultaneously assessed and gave notice and 
made demand for the $50,000 increase in in- 
come tax for 1944 and, since the entire de- 
crease in excess profits tax had been applied 
against the unpaid portion of the excess 
profits tax for 1944, Corporation E paid such 
$50,000 increase in income tax in cash within 
10 days after notice and demand.* 


Since the reduction in the aggregate of 
Corporation E’s taxes for 1944 attributable 
to the 1945 carry-back was only $100,000, 
the corporation should not have postponed 
payment of more than that amount. Hence, 
interest is payable at the rate of 3% on 
$100,000 and 6% on the $50,000 excess, com- 
puted as if one-fourth of each such amount 
were payable on March 15, June 15, Septem- 
ber 15 and Deceinber 15, 1945. The 3% in- 
terest charge on the $100,000 refund of excess 
profits tax runs until the date the Commis- 
sioner applies it to the $150,000 of excess 
profits tax postponed, and the 6% interest 
charge on the $50,000 balance of postponed 
excess profits tax runs until the date it is 
paid. No interest is payable on the $50,000 
increase in income tax resulting from the 
decrease in the excess profits tax.” 


Since the $150,000 of tax postponed ex- 
ceeded 125% of the correct amount of 
$100,000 to be refunded by $25,000, Corpora- 
tion E must pay a 5% penalty on $25,000. 


This penalty may be avoided by making 
payment of the “penalty portion” ($25,000 
in the above example) of the postponed tax 
at any.time prior to the close of the taxable 
year in which the extension was obtained, 
or, if such payment be not made, then only 





* The determination of such a deficiency by 
the Commissioner is conclusive, and the tax- 
payer may not contest it before the Tax Court. 
Sec. 3780 (b) I. R. C. 

Sec, 292 (c) L. R. C. 
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by demonstrating to the Commissioner’s 
satisfaction that the taxpayer had reasonable 
cause to expect that its estimated operating 
loss or unused credit was correct.” 


New Law Affords Cumulative Relief 


The carry-back of a current operating loss 
may result in an unused excess profits credit 
for a prior year, and this, in turn, when car- 
ried back, may reduce the taxes for earlier 
years. A corporation which anticipates that 
it will have both an operating loss and an 
unused excess profits credit to carry back 
from a current taxable year, may take into 
consideration the refunds for prior years 
which would result from carrying back both, 
in arriving at the amount of current tax pay- 
ments which may be postponed. Since the 
carry-back provisions are effective for all 
taxable years beginning after 1940, it is pos- 
sible to measure the amount of the 1944 tax 
payments which may be postponed in 1945 
by reference to as many as four prior years.* 


Regular Limitation Period Extended 


Under prior law, a claim for refund gen- 
erally had to be filed within three years from 
the time the return was due, but there were 
several exceptions to this rule. For ex- 
ample, if the Commissioner and the taxpayer 
agree to extend the time for assessment be- 
yond said three-year period, then the time 
for filing a claim for refund was similarly 
extended. A claim for refund also could be 
filed at any time within two years after pay- 
ment of tax, but in such event, the amount 
to be refunded could not exceed the tax paid 
within such two-year period. 


The general three-year limitation period 
frequently was insufficient in the case of a 
claim based upon a carry-back. The reason 
is that the events which give rise to an over- 
payment of tax of the prior year do not 
occur until after the close of that year and, 
in some cases, not until a considerable num- 
ber of years thereafter. Consequently, under 
prior law, the taxpayer would not have the 
necessary information upon which to make 
such a claim during the three-year period. 


EXAMPLE 


Corporation F, which keeps its books and 
files its tax returns on a calendar year basis, 
filed its tax return for 1943 on March 15, 
1944, and its return for 1945 on March 15, 
1946. The corporation’s 1945 return showed 





47 Sec. 294 (e) I. R. C. as added by Sec. 4 (b) 
yay ee 


Secs. 122 (e), 710 (c) (4) and 3780 (a) 
I. R. C.; see, also, H. R. R. 849, p: 21. 
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a net income of $10,000. On April 1, 1948, 
the corporation, contending that it failed to 
deduct certain business expenses in com- 
puting its net income for 1945, filed a claim 
for refund of its entire 1945 tax, which was 
allowed on December 1, 1948. It further 
developed that Corporation F had in fact 
sustained a net operating loss in 1945 which, 
when carried back to 1943, resulted in an 
Overpayment of income tax for that year. 


In the ordinary course of events, the time 
for filing a claim for refund of overpayment 
of Corporation F’s tax for 1943 would expire 
on March 15, 1947. However, Corporation 
F does not know that it has an overpayment 
of tax for 1943 until some time in 1948, 
Since the time for filing a claim for refund 
of its 1943 tax expired on March 15, 1947, 
Corporation F, under prior law, would not 
have been able to receive a refund. 


The prior law was similarly at fault in 
connection with assessments of tax by the 
Commissioner. He was generally required 
to act within three years from the date the 
return for a taxable year was filed. Since a 
carry-back which results in a decrease of 
excess profits tax for a prior year may result 
in an increase of income tax for the same 
year, the Commissioner would have been 
barred from assessing such a deficiency in 
income tax, if the filing date of the return 
were more than three years earlier. 


The new law corrects these situations by 
providing that an overpayment of tax re- 
sulting from. a carry-back which itself is 
produced, or which is increased in amount, 
by another carry-back, is to be considered 
attributable to said most recent carry-back 
to the extent that it is so produced or in- 
creased.” In such a case, therefore, the 
limitation period for filing a claim for refund 
will be co-extensive with that for the latest 
year of loss or unused credit, and the claim 
may be filed within three years after the 
filing date of a return for the year in which 
the loss or unused credit occurred, rather than 
for the year to which the loss or credit is 
carried back. Furthermore, the refund is 
not limited by the amount of tax paid within 
the three years preceding the time of filing 
the claim.” 


For example: A claim for refund based on 
a loss or unused credit for 1945, which, when 
carried back to 1943, produces a carry-back 
to 1941, resulting in an overpayment of tax 


49 Sec, 322 (b) (6) I. R. C. as added by Sec. 
5 (b) T. A, A.; see, also, H. R, R. 849, p. 30. 
5° Ibid. 
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for that year, may be filed by March 15, 
1949 (three years after the filing date for 
1945 returns). 


The new law has no effect upon the rule 
that a claim for refund may be filed within 
two years after payment of the tax, or 
within the time fixed by an agreement be- 
tween the Commissiener and a taxpayer ex- 
tending the time for assessment of tax for 
the year of loss or unused credit. Hence, 
if either of these two dates is later than the 
new three-year period, the taxpayer will 
have that much additional time within which 
to file a claim. 


The Commissioner has the same time to 
assess deficiencies in tax as the taxpayer has 
to claim refunds. But, if the Commissioner’s 
time to assess a deficiency against the year 
of loss or unused credit would be longer 
than the new three-year period as a result 
of the filing of a fraudulent return or sub- 
stantial understatement of gross income, 
then his time to make assessment for defi- 
ciency in tax of a prior year resulting from 
a carry-back from the year of loss or un- 
used credit will be correspondingly longer.™ 


Carry-Backs Resulting From Bad 


Debts or Worthless Security Losses 


Under prior law, a loss from a worthless 
debt or security could be deducted at any 
time within seven years from the time the 
return was filed for the year of loss. It 
was also provided that a claim for refund of 
tax attributable to a carry-back, to the ex- 
tent such carry-back was based upon deduc- 
tion for a bad debt or worthless security, 
could be filed at any time within seven years 
from the date of filing the return for the 
taxable year of the asserted overpayment. 


The new law provides that this seven-year 
period begins to run from the date for filing 
the return for the taxable year of the operat- 
ing loss or the unused credit which results 
in the carry-back. If the Commissioner and 
taxpayer have agreed to extend the time for 
assessment and the extended date goes be- 
yond said seven-year period, then the time 
for filing the claim is similarly extended. 


These new rules apply regardless of when 
the tax was paid.” 


51 Sec. 276 (d) I. R. C. as added by Sec. 5 (e) 
wae Mis 


52 Sec, 322 (b) (5) I. R. C. as amended by Sec. 
5 (a) T. A.A, 
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JeXAMPLE 


Corporation G keeps its books and files its 
returns on the calendar year basis. In 1948, 
it discovers that it had an operating loss 
based upon a worthless security in 1946 
which resulted in an unused excess profits 
credit for 1944. The unused credit in 1944, 
in turn, resulted in a $25,000 reduction in tax 
for 1942. In such a case, Corporation G 
now has the right to file a claim for refund 
of $25,000 of tax overpaid in 1942 at any time 
prior to March 15, 1954 (seven years from 
the filing date for the 1946 return). 


Where Overpayment Found by 
Tax Court 


The new law provides that in any case in 
which the Tax Court determines that there 
has been an overpayment of tax attributable 
to a carry-back, such overpayment may be 
credited or refunded without regard to the 
date of payment of the tax if the court de- 
termines, as a part of its decision, that the 
notice of deficiency was mailed before the 
expiration of the new periods of time previ- 
ously stated herein for the filing of an 
ordinary refund claim based upon a carry- 
back, or that such a claim was actually filed 
within such time.™ 


Other Limitations Made Inapplicable 


The Code™ provides that where a tax- 
payer has filed a petition with the Tax Court 
for review of his tax liability for a given 
year, no credit or refund of an overpayment 
of tax for such year may be allowed, except 
as determined by said court and with certain 
other limited exceptions. 


Since the events which result in a carry- 
back may not occur until a number of years 
after the close of the taxable year of over- 
payment, it is evident that said Code provi- 
sion does not afford adequate relief to a 
taxpayer who has such a carry-back. This 
problem was recognized and provided for 
by Congress when it enacted the new law. 


It is now provided that, even though the 
tax liability for a given year has already 
been litigated before a court, a credit or re- 
fund based upon a carry-back may be al- 
lowed if an ordinary or quick refund claim 
is timely filed, despite the fact that such 
allowance would otherwise be prevented by 
operation of any law or rule of law other 





53 Sec. 322(d) I. R. C. as amended by Sec. 5(c) 
ve eS 


%¢ Sec. 322 (c). 
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than the one relating to compromises; that, 
in such event, the final decision of any court 
with regard to the tax liability for such year 
shall be conclusive, “except with respect to 
the net operating loss deduction and the 
unused excess profits credit adjustment, and 
the effect of such deduction or adjustment 
to the extent that such deduction or adjust- 
ment is affected by a carry-back which was 
not in issue in the proceeding.” * However, 
this provision will not afford relief for any 
taxable year as to which the Commissioner 
and the taxpayer have entered into a closing 
agreement prior to July 31, 1945 expressly 
providing that the tax liability for such tax- 
able year is not to be affected by a carry- 
back of a net operating loss or unused excess 
profits credit.” 


The Ways and Means Committee Re- 
port ™ observes that, although the purpose 
of the new provision is to permit taxpayers 
to receive credit or refund based upon a 
carry-back, albeit such credit or refund nor- 
mally would be barred by the doctrine of 
res judicata or by some other law or rule of 
law, it is not intended that any determina- 
tion of issues, including those of carry-backs, 
made by any court in a proceeding in which 
final decision has been rendered, shall be 
open for reconsideration. 


EXAMPLE 


Corporation H, which is on the calendar- 
year basis, took a $100,000 depreciation de- 
duction on its 1944 income and excess profits 
tax returns filed on March 15, 1945. The 
Commissioner asserted that only $60,000 of 
depreciation was properly allowable as a 
deduction, and that the corporation had real- 
ized certain long-term capital gains in 1944 
which it failed to include in its gross income. 
These issues were litigated before the Tax 
Court, which sustained the Commissioner’s 
determinations. 


Pursuant to the Tax Court’s decision, 
which became final on December 15, 1946, 
deficiency judgments were entered for 1944 
income tax and excess profits tax. In com- 
puting the excess profits tax deficiency, 
proper adjustment was made by the court 
for an unused excess profits credit carry- 
back from 1945 to 1944. Ina decision which 
became final on May 1, 1947, the Supreme 
Court decided that gains of the type held 
taxable as long-term capitel gains by the 





55 Sec, 322 (g) I. R. C. as added by Sec. 5 (d) 
p Se 

3% Sec. 5 (f) T. A. A, Otherwise all of the 
changes made by the new law apply to all tax- 
able years after 1940. Ibid. 

57 Page 31. 
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Tax Court in the above-described case are 
not subject to tax. 


Corporation H sustains net operating losses 
in both 1946 and 1947, and the 1947 loss, 
when carried back to 1945, produces an in- 
creased unused excess profits credit for 
1945. If ordinary claims for refund are 
properly filed within the previously stated 
new periods of limitation in the case of 
carry-backs, Corporation H may receive a 
refund or credit of its income tax and ex- 
cess profits tax overpayments for 1944. In 
computing such overpayments, no adjust- 
ments may be made for the gain held taxable 
as long-term capital gain by the Tax Court 
or for any other item, except the net operat- 
ing loss deduction and unused excess profits 
credit adjustment which entered into the de- 
termination of the income or excess profits 
tax liability for 1944, and refund or credit 
for such overpayments attributable to the 
operating loss deduction and unused credit 
adjustment will be made. 


Interest on Deficiencies Resulting 
From Carry-Backs 


The Code™ provides that, where a refund 
results from a carry-back, the Government 
must pay interest only from the date of filing 
a refund claim or petition with the Tax 
Court, whichever is earlier. Since the excess 
profits tax and income tax are interdependent, 
an overpayment of one tax, caused by a 
carry-back, frequently results in a deficiency 
in the other. For example: An overpay- 
ment of excess profits tax generally results 
in a deficiency in income tax. Under prior 
law, the taxpayer had to pay interest from 
the date the income tax was originally due. 


Similarly, if the Commissioner allowed a 
refund based upon a carry-back, but subse- 
quently decided that the refund was exces- 
sive, he generally assessed a deficiency for 
the difference and the taxpayer had to pay 
interest on it from the time the tax for the 
year of deficiency was originally due. 


The new law corrects this situation by 
providing that the taxpayer shall pay in- 
terest on either type of deficiency only from 
the same date that the Government must 
pay interest on the refund based upon the 


carry-back.” 
EXAMPLE 1 


Mf 
Corporation I, which is on the calendar- 
year basis, has an unused excess profits 
8 Sec. 3771 (e) I. R. C. 
5°° The rate of interest payable on the defi- 


ciency and on the refund is 6% per annum. 
Secs. 292 (a) and 3771 (a) I. R. C. 
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credit of $10,000 in 1946, which, when car- 
ried back to 1944, produces an overpayment 
of excess profits tax of $8,550 for that year. 
This results in a $4,000 deficiency in 1944 
income tax. If Corporation I, on March 15, 
1947, files a claim for refund of its overpay- 
ment of $8,550 of excess profits tax for 1944 
based upon the 1946 carry-back, the Govern- 
ment will pay interest on the refund only 
from March 15, 1947, but, under prior law, 
Corporation I would have to pay interest on 
the 1944 income tax deficiency of $4,000 
from March 15, 1945. Under the new law, 
interest on such 1944 income tax deficiency 
will be payable only from March 15, 1947, 
the date from which interest is allowed on 
the refund of 1944 excess profits tax.” 


EXAMPLE 2 


Corporation J, which is on the calendar- 
year basis, sustains a net operating loss in 
1945 which, when carried back to 1943, re- 
sults in an overpayment of income tax for 
1943. On March 15, 1946, Corporation J 
files a claim for refund of $10,000 of its 1943 
income tax, which is allowed. The Govern- 
ment pays interest on such $10,000 from 
March 15, 1946. The Commissioner later 
decides, however, that Corporation J’s 1943 
income tax overpayment was only $9,000 
and, consequently, assesses a $1,000 defi- 
ciency. Under prior law, interest was pay- 
able on such deficiency from March 15, 1944. 
Now, interest on the 1943 income tax de- 
ficiency will be payable only ffom March 
15, 1946, the date from which interest is 
allowed on the 1943 refund.™ 


Interest on Refunds Based 
Upon Carry-Backs 


The general rule that a taxpayer is al- 
lowed interest on an overpayment of tax 
resulting from a carry-back only from the 
time when an ordinary claim for refund or 
Tax Court petition is filed, whichever is 
earlier, has been changed by the new law in 
those cases where a quick refund claim also 
is filed. The law now provides that, in such 
event, no interest will be allowed (1) for 
the period prior to the first day of the month 


6 Sec. 292 (c) I. R. C. as added by Sec. 6 (a) 
T. A. A. The new law prescribes no separate 
effective date for this subsection which it adds 
to the Code. Hence, relief from liability for 
interest on a deficiency for a period during 
which it was not allowed on a refund may be 
allowed only on deficiencies paid after the new 
law went into effect. Although no provision is 
made for refunding such interest on a deficiency 
if already paid, retroactive application may have 
been intended. 

61 Ibid. 
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following the month in which falls the due 
date (including any extension of time) of 
the return for the taxable year of loss or 
unused credit, or prior to the date on which 
the return is filed, whichever is later; and 
(2) for the period beginning with the date 
such quick refund claim is filed until the end 
of the 90-day period within which the Com- 
missioner must act on it.” 


lf no quick refund claim is filed, the prior 
rule with regard to interest in these cases 
will still apply and, accordingly, interest will 
be allowed from the date of filing the ordi- 
nary claim for refund or petition with the 
Tax Court, whichever is earlier. 


EXAMPLE 


Corporation K, which keeps its books and 
files its returns on the calendar-year basis, 
sustained a net operating loss in 1945. It 
filed its income tax return for 1945 on March 
15, 1946, and on the same date filed both an 
ordinary claim for refund (Form 843) of an 
overpayment of its income tax for 1943, 
based on the carry-back resulting from an 
operating loss sustained in 1945, and a quick 
refund claim (Form 1139). No interest may 
be allowed for any period ending prior to 
June 30, 1946, the last date for the Com- 
missioner to make his determination on such 
Form 1139.%* However, interest will be al- 
lowed on the amount refunded from June 
30, 1946 to a-date preceding the time of re- 
fund by not more than 30 days.® 


If Corporation K filed its Form 843 on 
March 20, 1946, and its Form 1139 on De- 
cember 1, 1946, no interest will be allowed 
under Form 1139 on any refund paid for the 
period prior to March 1, 1947, the last date 
on which the Commissioner is required to 
act. However, interest will be allowed 
under Form 843 on any refund paid from 
April 1, 1946 to November 30, 1946, and from 
March 2, 1947 to a date preceding the time 
of refund by not more than 30 days. 


If Corporation K had been granted an ex- 
tension of 30 days for the filing of its 1945 
tax return and had filed it on April 14, 1946, 
no interest would be allowed for any period 
prior to May 1, 1946. If Corporation K had 
not been granted any extension of time for 
filing its 1945 tax return, but filed it on 
April 15, 1946, interest would not be allowed 
for any period prior to April 15, 1946. 





62 Sec, 3771 (e) I. R. C. 
62a See Note 22, supra, as to when 90-day pe- 
riod begins to run. 


6 See Sec. 3771 (b) (2) I. R. C.; also, sub- 
section (b) (1) of same section relative to 
“Credits.’’ 
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If a quick refund claim is filed, but no 
Form 843 is filed, interest will not be al- 
lowed on any refund granted for any period 
prior to the last day on which the Com- 
missioner must act. However, interest will 
be allowed on such refund from the follow- 
ing day to a date preceding the time of 
refund by not more than 30 days. 


Refunds on Accelerated Amortization 


The new law also gives the Treasury De- 
partment the task of making refunds within 
90 days in cases where the rate of amortiza- 
tion on war facilities is accelerated and 
proper claim is made. 


The Internal Revenue Code provides that 
land, buildings, machinery and equipment 
acquired by a taxpayer after 1939 and certi- 
fied by the Government as being necessary 
for national defense, may be amortized and 
deducted for tax purposes over a period of 
sixty months.“ The statute also provides 
that if, within that sixty-month period, the 
President proclaims the end of the war 
emergency, or a particular taxpayer’s assets 
of this type are certified by the Government 
to be no longer necessary for prosecution of 
the war, then, within 90 days thereafter,® 
the taxpayer may file notice with the Com- 
missioner of his election to terminate the 
amortization period and recompute such de- 
ductions claimed in the returns for prior 
taxable years on the basis of a shorter 
amortization period.® 


The President terminated the emergency 
period for amortization of war facilities by 
proclamation on September 29, 1945. Hence, 
if the regular sixty-month period had not 
ended prior to that date, notice of election 
to terminate the amortization period as of 
September 30, 1945 may be filed by a tax- 
payer at any time up to December 28, 1945. 


Shortening the period of amortization in- 
creases, retroactively, the amount of the 
amortization deductions and, hence, gives 
rise to tax refunds. These claims for refund 
ordinarily would be handled through the 
usual administrative procedure, involving un- 
avoidable delay at a time when the taxpayer 
may be in need of funds for reconversion. 
The new law permits accelerated procedure 


similar to that in the case of the carry-backs. 





‘¢ The special amortization writeoff is in lieu 
of ordinary depreciation based upon useful life, 
which generally covers a much longer period. 


6 Reg. 111, Sec. 29.124-5 (e). 
® Sec, 124 I. R. C; 
8? Sec. 124 (d) (2) I. R, C. 


The quick refund claim® must be filed 
within 90 days after the taxpayer has elected 
to amortize his facilities over the shorter 
period. If such 90-day period expires be- 
fore October 29, 1945, then the taxpayer has 
until October 29, 1945 to file his claim.” 
A taxpayer whose regular amortization 
period had not ended prior to the President’s 
proclamation and who thereafter exercises 
his right to elect a shorter amortization 
period by filing his notice on December 28, 
1945, the last day of the 90-day period, will 
have an additional 90 days (until March 28, 
1946) within which to file his quick refund 
claim. 

If such a claim is not filed within the 90- 
day period after the exercise of an election 
to terminate regular amortization, then re- 
funds can be obtained only through the 


usual method of securing tax refund—that 
is, by filing Form 843. 


Tax Postponements in Special Cases 


Where a taxpayer has any tax payments 
coming due for any reason other than those 
previously mentioned while a claim is pend- 
ing for a 90-day refund based upon a carry- 
back or amortization allowance, he may 
apply to the Collector for an extension of 
time to avoid making any payments which 
would thereafter have to be refunded to 
him.” 


Consolidated Tax Returns 


The new law provides that the tax post- 
ponement, carry-back adjustment, and amor- 
tization deduction provisions will be applied 
to corporations which file consolidated tax 
returns in accordance with regulations to be 
issued by the Commissioner.” 


The High Cost of “Relief” 


The Tax Adjustment Act was enacted to 
give taxpayers relief in the form of extra 


6 Form 1140 for corporations; Form 1046 for 
individuals. 

# Sec. 124 
7, Ach, 

7? Press Release of Commissioner Joseph D. 
Nunan, Jr., 8/14/45, Par. 6. 

11 Sec. 3781 I. R. C. 


(j) I. R. C. as added by Sec. 7 
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cash for the reconversion period. But such 
relief may be subject to certain interest 
charges which will reduce its value consid- 
erably. The following brief statement of 
how these interest provisions operate will 
demonstrate that the cost of relief under the 
new law may come rather high. 


A taxpayer who files an ordinary claim 
for refund right after the end of this year 
will receive interest from the Government 
on any amount allowed, at the regular 6 per 
cent rate, from the time the claim is filed. 
If he should then decide to hasten matters 
by filing a quick refund claim, he will lose 
such interest for the 90-day period after the 
quick claim is filed. 


If the taxpayer is a corporation which 
anticipates that this year’s operations will re- 
sult in a carry-back refund and therefore 
postpones payment of its tax installments 
for last year, it will have to pay interest 
charges at the rate of 3 per cent on such 
postponed tax, to the extent of the refund to 
which it will be entitled, from the time such 
tax payments are due on the installment 
basis. 


It is apparent from this statement of the 
interest rules that, if a corporate taxpayer is 
not in dire need of reconversion funds, it 
will certainly lose money by taking action to 
speed its refund of taxes based upon carry- 
backs. If it postpones current tax pay- 
ments, it will have to pay 3 per cent interest 
on the tax correctly postponed from the 
time such taxes are ordinarily payable, in- 
stead of receiving 6 per cent interest from the 
Government on the tax refunded under an 
ordinary claim Form 843 from the time such 
claim is filed. This represents a net differ- 
ence in cost to the taxpayer for the period 
from the close of the current year when 
either the ordinary or quick claim may be 
filed to the end of the Commissioner’s 90- 
day period, of 9 per cent on the amount of 
tax. ; 


Many banking institutions offer a tax- 
payer who is a good credit risk, loans for 
reconversion purposes at interest rates as 
low as 1% per cent, which is only one-sixth 
of what such funds might otherwise cost 
under the provisions of the new law. 


[The End] 
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Taxation of 


TMHE ENSUING DISCUSSION is con- 
fined to the treatment for federal income 
tax purposes of what is commonly referred 
to as the right to share in net profits or 
net income from the production and opera- 
tion of an oil and gas property. There has 
been much litigation over the tax treatment 
of bonuses, royalties, working interests, and 
oil payments, and although not all the ques- 
tions relating to the taxation of these inter- 
ests may be answered with complete certainty, 
the decisions have at least been consistent 
and definite enough to afford a guide for 
their determination. This cannot be said 
respecting the net-profit contract, which is 
providing the latest subject of litigation. 










































































Certain fundamental principles evolved 
in the larger field of litigation respecting the 
treatment of receipts of lessors and lessees 
and their assignees furnish the key to the 
final answers. Thus, it is “settled that the 
same basic issue determines both to whom 
income derived from the production of oil 
and gas is taxable and to whom a deduction 
for depletion is allowable. That issue is, 
who has a capital investment in the oil and 
gas in place and what is the extent of his 
interest.” The crucial question to be an- 
swered is—what type of interest is sufficient 
to give the taxpayer a capital investment 
in the oil and gas in place? 


































































































1 Anderson v. Helvering, 310 U. S. 404, 407 
(1940). 
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let Profits 


A landmark case,’ enunciating the test for 
the type of interest required,.made it clear 
no particular form of legal interest in the 
mineral content of the land is necessary.’ 
It was said that a capital investment exists 
when there is a right to share in the oil and 
gas in place, which the Court called an 
“economic interest.” That term itself re- 
quired further definition. A clue to the 
answer, however, was provided by the Court 
in the Bender case, when it likened the oil 
in the ground to a “reservoir of capital 
investment of the several parties, all of 
whom were entitled to share in the 
oil produced. Production and sale of oil 
would result in its depletion and also in a 
return of capital investment to the parties 
according to their respective interests.’ 


A necessary corollary to the principle of 
retained interest is the doctrine that receipts 
from the disposition of the property itself 
are not income subject to depletion.® In 
such case the income does not arise by 
virtue of a retained “economic interest” but 





2 Palmer v. Bender, 287 U. S. 551 (1933). 

3’ Treatment and characterization under local 
law of the particular interests created is like- 
wise immaterial. Palmer v. Bender, supra, note 
2; Burnet v. Harmel, 287 U. S. 103 (1932). 

4287 U.S. at 558. 


5 Helvering v. Twin Bell Oil Syndicate, 293 
U. S. 312 (1934); Darby-Lynde Co. v. Alexander, 
51 F, (2d) 56 (C. C. A. 10th, 1931), cert. denied, 
284 U. S. 666 (1931). 
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by virtue of a sale of the interest itself. 
The sale price, while measured by the antici- 
pated oil or gas to be extracted, does not 
derive from the reservoir of oil or gas itself. 
The purchaser thereafter is the one who 
must look to the oil and gas in place for 
the return of his investment. 


Equally important is the concept that only 
a single allowance for depletion may be had 
on a given barrel of oil and that such allow- 
ance must be apportioned among those en- 
titled to share in such oil, in proportion to 
their respective interests. Accordingly, a 
lessee is entitled to percentage depletion on 
the gross production less the royalties paid 
to the lessor, and not on the gross proceeds 
of all the oil produced.’ It may be well 
to note at this point that the granting ‘of a 
flat percentage depletion allowance by Con- 
gress in the Revenue Act of 1926 did not 
alter the nature of the depletion allowance 
and that it includes “precisely what it in- 
cluded under the earlier acts,” under which 
depletion based on cost, March 1, 1913, 
value or discovery depletion was permitted.° 


Oil Interests Classified 


Applying these principles, and illustrating 
concretely the “economic-interest” concept 
introduced in Palmer v. Bender, the courts 
have dealt with various standard types of 
oil interests, placing each one within or 
without the limits of the concept of an 
“economic interest” and doing so with 
marked consistency of principle, albeit there 
have been peregrinations, later corrected. 
It is now definitely settled that the follow- 
ing types of interest holders are both tax- 
able on the receipts indicated as ordinary 
income (not capital gain) and entitled to 
a depletion deduction thereon: 


(1) The lessor, who receives a cash pay- 
ment (bonus)* and reserves a royalty in- 
terest.” 


* Helvering v. Twin Bell Oil Syndicate, supra, 
note 5. 

™The Twin Bell case was decided under the 
Revenue Act of 1926, 44 Stat. 9 (1926), which 
was silent on this point. The exclusion of roy- 
alties paid or incurred was required by the 
Revenue Act of 1932, 47 Stat. 169, § 114(b)(3) 
(1932). This statutory requirement was held by 
the Court to be ‘‘declaratory of the existing 
law as administered.’’ 293 U. S. at 312. 

8U. 8. v. Dakota-Montana Oil Co., 288 U. S. 
459 (1933); Helvering v. Mountain Producers 
Corp., 303 U. S. 376 (1938). 

® Burnet v. Harmel, 287 U. S. 103 (1932); Mur- 
phy Oil Co. v. Burnet, 287 VU. S. 299 (1932); 
Herring v. Comm’r, 293 U. S. 322 (1934). 

1” Burnet v. Harmel, Murphy Oil Co. v. Bur- 
net, supra note 9. See also Bankers Pocahontas 
Coal Co. v. Burnet, 287 U. S. 308 (1932) (a min- 
ing lease). 
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(2) The lessee who receives working 
interest receipts.” 


(3) The sub-lessor who receives a cash 
payment (bonus)” and reserves an over- 
riding royalty.” 

(4) The sub-lessor who receives a cash 
payment (bonus)” and reserves an overrid- 
ing royalty * and an oil payment.” 

(5) The sub-lessee—working interest re- 
ceipts.” 


(6) The oil payment holder—receipts from 
oil payment.” 


Retained “Economic Interest” in the 


Oil and Gas in Place 


The situations above noted and the deci- 
sions with respect thereto show quite clearly 
that, whether it be the lessor granting the 
lease or the lessee subleasing, (becoming 
thereby a sub-lessor, as classified above), if 
a cash payment is received, that cash pay- 
ment is treated as ordinary income with de- 
pletion allowable thereon where a royalty or 
overriding royalty is retained in the transac- 
tion. In such situation the lessor or sub- 


lessor is regarded as having retained an 
“economic interest” in the oil and gas in 


1 Palmer v. Bender, supra note 2; Helvering 
v. Twin Bell Oil Syndicate, supra note 5. See 
also Lynch v. Alworth-Stephens Co., 267 U. S. 
364 (1925) (a mining lease). The royalty inter- 
est reserved by the lessor is excluded. See 
note 7 supra. 

2 Palmer v. Bender, supra note 2; Cullen v. 
Comm’r, 118 F. (2d) 651 (C. C. A. Sth, 1941); 
Hogan v. Comm’r, 141 FY (2d) 92 (C. C. A, 5th, 
1944), cert denied, 65 Sup. Ct. 36 (1944); Choate 
v. Comm’r, 141 F, (2d) 641 (C. C. A. 10th, 1944), 
rev’d on other grounds, 65 Sup. Ct. 469 (1945). 
See also Lynch v, Alworth-Stephens Co., supra 
note 11. 

13 Palmer v. Bender, supra note 2. 

144 McLean v. Comm’r, 120 F.. (2d) 942 (C. C. A. 
5th, 1941), cert denied, 314 U. S. 670 (1941); 
Cullen v. Comm/’r, supra note 12. The court did 
not comment on the taxability of the oil pay- 
ment in Palmer v. Bender, although such an 
interest was reserved. 

18 Helvering v. Twin Bell Oil Syndicate, supra 
note 5. Any royalties to be paid to the lessor 
or sub-lessor, see note 7 supra, and any oil pay- 
ments held by lessor or sub-lessor, Thomas v. 
Perkins, 301 U. S. 655 (1937); American Liberty 
Oil Co., 43 B. T. A. 76 (1940), rev’d on other 
grounds, 127 F. (2d) 262 (C. C. A. 5th, 1942), 
cert, denied, 317 U. S. 648 (1942), are deducted 
in computing the working-interest receipts. 

1% Thomas v. Perkins, supra note 15; T. W. 
Lee, 42 B. T. A. 1217 (1940), aff’d 126 F. (2d) 
825 (C. C. A. 5th, 1942) in which the Board and 
the circuit court both correctly overruled their 
earlier conflicting opinions; Comm’r v. I. A. 
O’Shaughnessy, Inc., 124 F. (2d) 33 (C. C. A. 
10th, 1941) and Hugh Hodges Drilling Co., 43 
B. T. A. 1045 (1941). It is essential that there 
be a true oil payment. Cf. Anderson v. Helver- 
ing, 310 U. S. 404 (1940). 
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place. This is so because, by virtue of the 
royalty or overriding royalty, he has re-, 
served an interest to that extent in the reser- 
voir of the oil in the ground. He has a 
capital investment in such reservoir. The 
production and sale of oil depletes that in- 
vestment. Further, he must look alone to 
the oil and gas in place for a return of that 
investment.” The cash payment he receives 
is deemed, not the sale of an interest,® but 
an advance on the royalty interest ® and 
hence is likewise depletable.” The decisions 
cited also disclose that an oil-payment right 
is an “economic interest” in and of itself, 
whether it be reserved in a grant or whether 
it be received as an assignment from the 
lessee. It is immaterial in this situation 
whether a royalty interest be reserved or 
not. To the extent of the oil payment, the 
holder thereof is required to recoup his in- 
vestment in the oil and gas in place solely 
from that oil.” 


The application of these principles is 
brought into bold relief when a lessee assigns 
his interest for a cash payment and reserves 
an oil payment. Whatever earlier doubt * 


17Cf. Anderson v. Helvering, supra note 16, 
where the holder of a so-called ‘‘oil payment’”’ 
also reserved an interest in the fee title to the 
land conveyed from which the stipulated sum 
could be paid. It was held that since the holder 
of the payment could be paid from sources 
other than oil, he had no ‘‘economic interest.’’ 
Note that a guaranteed mineral royalty is a 
depletable interest. § 29.23(m)-10(b), Regs. 111. 

1% Cf. Darby-Lynde Co. v. Alexander, 51 F. 
(2d) 56 (C. C. A. 10th, 1931). 

19 Most state courts treat a bonus as payment 
for execution of the lease. See Comm’r v, Clar- 
ion Oil Co., 13 U. S. L. Week 2494 (App. D. C., 
1945). 

2 See notes 8, 11, supra. See also Sneed v. 
Comm’r, 119 F. (2d) 767 (C. C. A. Sth, 1941), 
rehearing denied, 121 F. (2d) 725 (C. C. A, 5th, 
1941); Douglas v. Comm’r, 322 U. S. 275 (1944). 
Cf. Comm’r v. Clarion Oil Co., supra note 19, 
holding a ‘‘bonus’”’ is ‘‘royalty’’ as that latter 
term is used in the statute defining personal 
holding company income. The view of the 
courts that bonus is an advance royalty is a 
pragmatic result, for in their dealings with each 
other the lessor and lessee, or sub-lessor and 
sub-lessee, adjust the retained royalty by the 
cash payment based upon the estimated reserves 
in the ground and the value thereof after the 
costs of production are considered. Thus a 
smaller royalty commands a larger cash pay- 
ment while a larger royalty results in a smaller 
cash payment. 

21Cf. Anderson v. Helvering, 310 U. S. 404 
(1940). 

2T, e., doubt whether the cash payment is to 
be treated as ordinary income subject to deple- 
tion as in the case of such payments when a 
royalty is also retained. Albeit a reserved oil 
payment, like royalty, is an ‘‘economic inter- 
est,’’ it does not ordinarily run with the life of 
the lease but is limited to a sum certain pay- 
able out of the oil. An interesting problem is 
posed if the reserved oil payment is so large 
as to amount in reality to a royalty. 
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may have existed as to the proper method 
of treating this transaction, it is now settled 
that the cash payment is not a bonus, tax- 
able as ordinary income upon which deple- 
tion may be taken, but is purchase money 
for the sale of the lease interest,” less the 
reserved oil payment, which oil payment is 
an “economic interest,” the proceeds of 
which are taxable as ordinary income sub- 
ject to depletion.” 


Net-Profit Receipts 


The development of the “economic-inter- 
est” concept and its application to specific 
types of interest, thus briefly outlined, fur- 
nishes the essential background against 
which the treatment of the net-profit con- 
tract must be judged. It is into this assembled 


jig-saw puzzle that the net-profit piece must 
be fitted. 


A “net-profit” right, as the term is used 
here, means a right to share in the net profits 
of production and operation of oil and gas 
properties. In some instances, the contract- 
ing parties simply provide for a share in the 
net profits, while in others such net profits 
are more particularly defined by expressly 
providing what expenses shall be deducted 
from the gross income to arrive at the net 
profit to be shared. Consideration of par- 
ticular cases is necessary to an understand- 
ing of the nature of the right. Two Su- 
preme Court decisions of the same date 
(March 7, 1938) chart the course to be fol- 
lowed in the treatment of net-profit receipts. 


In Helvering v. O’Donnell®™ the taxpayer 
owned one-third of the shares of San Gabriel 
Petroleum Co., which he sold to Midway 
Company, Ltd., by written contract of Janu- 
ary 9,1918. By the terms of the contract, it 
was provided that the purchaser, as owner 
of all the stock of the San Gabriel Petro- 
leum Co., would acquire all of its assets and 
then dissolve the corporation. The contract 
contained the following provision: 


“Second Party agrees to purchase, and 
does hereby purchase, all of said first party’s 
stockholdings in said San Gabriel Petroleum 
Company, and agrees to pay therefor, at the 
times and in the manner hereinafter speci- 
fied, one-third (%) of the net profits re- 
ceived by it, its successors or assigns, from 
the development and operation of the prop- 





23 See cases cited supra note 4. 

24Comm’r v. Fleming, 82 F. (2d) 324 (C. C. A. 
Sth, 1936); Laird v. Comm’r, 97 F. (2d) 730 
(C. C. A. 5th, 1938); Hammonds v, Comm’r, 106 
F. (2d) 420 (C. C. A. 10th, 1939); Cullen v. 
Comm’r and McLean v. Comm’r, both supra 
note 14. 

% 303 U. S. 370 (1938). 
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erties described and enumerated in the leases, 
contracts and agreements now owned by 
said San Gabriel Petroleum Company, for 
and during the full, unexpired term or terms 
of said leases, contracts and agreements, and 
each of them.” * 


The acquisition was made, the properties 
thus acquired were developed and operated, 
and one-third of the net profits realized up 
to August 4, 1926, were paid to the taxpayer. 
This income was reported by taxpayer, who 
claimed a depletion deduction thereon. The 
Commissioner disallowed the deduction. Tax- 
payer, on August 4, 1926, assigned his rights 
under the contract to his wife, who reported 
the income thereafter. The effectiveness of 
this transfer was in issue before the Board 
and before the circuit court of appeals, but 
was not passed upon by the Supreme Court. 
On these facts, the Board held,” relying on 
Palmer v. Bender, that petitioner by virtue 
of his right to receive one-third of the net 
profits had an “economic interest” entitling 
him to depletion. The circuit court affirmed, 
stating that 


“One who is entitled, as respondent was, 
to receive from the holder of an oil lease a 
third of the net profits from the develop- 
ment and operation of the oil property cov- 
ered by the lease cannot be said to have no 
economic interest in the oil in place in such 
leased property.” * 


O’Donnell Case Reversed 


The Supreme Court reversed the case. 
The opinion pointed out that as a mere 
owner of shares in the San Gabriel Petro- 
leum Co., taxpayer had no “economic in- 
terest” in the mineral properties owned by 
the corporation, that the ownership of such 
oil and gas properties was in the corporation 
alone, and that when Midway Co. acquired 
these properties from the San Gabriel Co. 
and operated them, Midway became the 
owner of the oil and gas produced, taxable 
on the proceeds, and entitled to the deple- 
tion thereon. The opinion continues: 


“The agreement to pay respondent one- 
third of the net profits derived from the 
development and operation of the properties 
was a personal covenant and did not purport 
to grant respondent an interest in the prop- 
erties themselves. If there were no net 
profits, nothing would be payable to him. 
No trust was declared by which respondent 
could claim an equitable interest in the res. 


%90 F. (2d) at 907 (C, C. A. 9th, 1937). 
* 32 B. T. A. 1277 (1935). 


90 F. (2d) 907 (C. C. A, 9th, 1937). 
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As consideration for the sale of his stock 
in the San Gabriel Company respondent 
bargained for and obtained an economic ad- 
vantage from the Midway Company’s opera- 
tions but that advantage or profit did not 
constitute a depletable interest in the oil 
and gas in place.” * 


The Elbe Oil Land Development Co. 


In the second case, Helvering v. Elbe Oil 
Land Development Co.,” the Elbe Co. owned 
certain oil and gas prospecting permits, 
drilling agreements, leases, and equipment. 
The properties were producing oil in com- 
mercial quantities. On October 3, 1927, the 
company entered into a contract with Honolulu 
Consolidated Oil Co., by which it sold, 
transferred, and conveyed all its right, title 
and interest in the properties to the Honolulu, 
Co., which was to “have the sole ownership 
of and the right to sell or otherwise dispose 
of, all oil and/or gas and derivative products 
produced in, on or upon said properties,” it 
being “the intention of the parties to this 
agreement that the full and complete owner- 
ship, control, and operation of said proper- 
ties shall vest, upon execution hereof, in 
Honolulu and Elbe shall have no in- 
terest in or to any of said properties what- 
soever.”* Honolulu agreed to pay Elbe 
$350,000 upon the execution of the agree- 
ment and, if Honolulu did not elect to aban- 
don the purchase, the additional sums of 
$400,000 in each of the years 1928, 1929, and 
1930, and the further sum of $450,000 in 
1931. The foregoing sums totaled $2,000,000. 
After the time when Honolulu had been 
fully reimbursed from its sales of oil and 
gas produced from the properties for all ex- 
penditures made in the acquisition, develop- 
ment, and operation of the properties, Elbe 
was to receive one-third of the net profits, 
as defined in the contract, resulting from the 
continued production and operation of the 
properties. Elbe, whose cost in the proper- 
ties was less than $350,000, the amount of 
the down payment, reported the difference 
as taxable gain in its returns for 1927. In 
its returns for 1928 and 1929, Elbe reported 
the cash receipts of $400,000 and claimed a 
deduction for depletion thereon. The Com- 
missioner asserted a deficiency for each year 
by disallowing the depletion deductions. 


The Board of Tax Appeals sustained the 
Commissioner.” It confined its inquiry to 
the cash payments received in the taxable 


2% 303 U. S. at 372. 

3% Ibid, 

31 Jd, at 374. 

2 Hlbe Oil Land Development Company, 34 
B. T. A. 333 (1936). 
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years and refused to consider the effect 
thereon of the agreement for the net-profits 
payments. The Board stated: 


“Such contingent obligation of the Honolulu 
Consolidated Oil Co. is separate and apart 
from its obligation for the payments totaling 
$2,000,000 and does not impart to such pay- 
ments the character of being income realized 
from the retention by petitioner of an eco- 
nomic interest in the oil and gas produced 
during the period covered by such payments. 
We do not have before us the question of 
the character of such future payments if and 
when made or whether or not they might 
be subject to depletion under the then ap- 
plicable revenue acts.” ® 


“Palmer Case Governs Elbe” 


Again, in disposing of petitioner’s conten- 
tion that the case was governed by Palmer 
vw. Bender, the Board said: 


“The Supreme Court decided that ‘when 
the two lessees (partnerships) transferred 
their operating rights to the two oil com- 
panies, whether they became _ technical 
sublessors or not, they retained, by their stipu- 
lations for royalties, an economic interest 
in the oil, in place, identical with that of a 
lessor, and because of this retention of an 
economic interest through the medium of 
royalties was, to the extent of such interest, 
entitled to a reasonable allowance for deple- 
tion, The ground upon which the opinion in 
the Palmer case, supra, was based, was the 
retention of an economic interest by the 
taxpayer in the oil in place. The holding in 
that case then is not controlling in the in- 
stant case because the taxpayer herein re- 
tained no economic interest in the oil in 
place, so far as the payments here in contro- 
versy are concerned.” ™ 


In thus disposing of the Palmer case, the 
Board apparently accorded no significance 
to the fact that a cash payment was directly 
involved there and.that the treatment of said 
cash payment was made dependent upon the 
nature of the further reservations made by 
the taxpayer. The Board concluded that the 
cash payments received in the years 1928 
and 1929 constituted proceeds from the sale 
of a capital asset and were not income sub- 
ject to depletion. 


The Circuit Court reversed the Board in 
a divided opinion.® Judge Wilbur, writing 
for the court, thought the situation was not 
different “from the case of an ordinary lease 


33 Hlbe Oil Land Development Company, 34 
B, T. A. 333 (1936), at 334. 

% 34 B. T. A. at 336 (1936). (Italics supplied.) 

3% Helvering v. Elbe Oil Land Development Co., 
91 F. (2d) 127 (C. C. A. 9th, 1937). 
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providing for bonus payments and royalties 
so frequently dealt with in the decisions in- 
volving the right to a depletion allowance 
for income tax purposes.” The opinion 
states that “it is apparent that the whole 
contract was based upon the value of the oil 
content of the land.” Then follows a lengthy 
quotation from the Palmer case, with the 
statement that it “dealt with a somewhat 
similar situation.” It is significant that 
Judge Wilbur, without discussion, referred 
to the net profit-payments agreed upon as 
“royalty payments.” In commenting on 
Commissioner v. Fleming;® the belief is ex- 
pressed that the Court in the Fleming case 
was influenced to a large extent by the idea 
that a sale of the land and oil content had 
occurred, consistent with the local law of 
Texas on the subject. Judge Wilbur went 
further and held, however, that if the case 
before it could not be distinguished from the 
Fleming case, the Court declined to follow 
that decision. No mention was made of the 
O’Donnell case. 


Judge Haney, in a concurring opinion, 
thought that the language of the Palmer 
case, although distinguishable on its facts, 


was general enough to embrace the instant 
case. 


“Palmer Case Does Not Apply” 


Judge Garrecht dissented on the ground 
that the Palmer case did not apply. He 
stated: 


“In that case the taxpayer very definitely 
had an economic interest in the oil and 
taxes were assessed on payments made from 
oil produced, but here the payments taxed 
were made in cash and were not dependent 
upon the production of oil Here the 
payments subjected to the tax did not de- 
pend upon production but were payable in 
any event. Commissioner of Internal Reve- 
nue v. Fleming (C. C. A.) 82 F. (2d) 324.” * 
Judge Garrecht, like the Board, attached no 
signficance to the fact that the Palmer case 
involved a cash payment payable at all 
events.” It is to be observed that in the 
Fleming case, cited by Judge Garrecht, the 
future payments were limited in amount, 





36 Td. at 128. 

37 Td. at 130. 

38 See note 24 supra. 

3991 F. (2d) at 130 (C. C. A. 9th, 1937). 

40° Cf. Burnet v. Harmel, supra note 3, at 111: 
‘“‘We cannot say that such payments (bonus) by 
the lessee to the lessor, to be retained by him 
regardless of the production of any oil or gas, 
are any more to be taxed as capital gains than 
are royalties which are measured by the actual 
production.”’ 
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whereas here the future payments were to 
run indefinitely.™ 


Supreme Court's Holding 


The Supreme Court reversed the -circuit 
court. The opinion reads in part: 


“We agree with the conclusion of the 
Board of Tax Appeals that the contract be- 
tween the respondent and the Honolulu 
Company provided for an absolute sale of all 
the properties in question, including all the 
oil and gas in place, and that respondent did 
not retain any interest or investment there- 
in. The aggregate sum of $2,000,000 was 
paid as an agreed purchase price to which 
was to be added the one-third of the net 
profits payable on the conditions specified. 
We are unable to conclude that the provi- 
sion for this additional payment qualified 
in any way the effect of the transaction as 
an absolute sale or was other than a per- 
sonal covenant of the Honolulu Company. 
See Helvering v. O’Donnell, [303 U. S. 370 
(1938)]. In this view, neither the cash pay- 
ments nor the agreement for a share of sub- 
sequent profits constituted an advance royalty, 
or a ‘bonus’ in the nature of an advance 
royalty, within the decisions recognizing a 
right to the depletion allowance with respect 
to payments of that sort. Such payments 
are made to the recipient as a return upon 
his capital investment in the oil or gas in 
place. See Burnet v. Harmel, 287 U. S. 103, 
111, 112; Murphy Oil Company v. Burnet, 287 
U. S. 299, 302. Payments of the purchase 
price which are received upon a sale of oil 
and gas properties are in a different category. 
The words ‘gross income from the prop- 
erty,’ as used in the statute governing the 
allowance for depletion, mean gross income 
received from the operation of the oil and 
gas wells by one who has a capital invest- 
ment therein,—not income from the sale of 
the oil and gas properties themselves. See 
Darby-Lynde Company v. Alexander, 51 F. 
(2d) 56, 59. We conclude that, as respond- 
ent disposed of the properties, retaining no 
investment therein, it was not entitled to 
make the deduction claimed for depletion.” ® 


The Supreme Court thereby reaffirmed the 
doctrine that the nature of the cash payment 
in the hands of the recipient is to be deter- 
mined by the other payments or interests 


“This is without regard to the question 
whether the agreement for such indefinite fu- 
ture payments resulted in the retention of an 
“economic interest.’’ Judge Wilbur apparently 
thought such an interest was retained, as indi- 
cated by his reference to them as ‘royalty 
payments.”’ 

42 303 U. S. at 375. 


1014 


received or reserved by him. While the 
Court did not explicitly say a net profit 
right is not a “royalty” and is not to be 
accorded the same treatment, yet this may 
be inferred from its statement that it is 
“unable to conclude that the provision for 
this additional payment qualified in any way 
the effect of the transaction as an absolute 
sale or was other than a personal covenant 
of the Honolulu Company.”* If the “pro- 
vision for the additional payment” were to 
be treated as creating a royalty, it would 
have affected the transaction as an absolute 
sale and it would have been other than a 
personal covenant of the Honolulu Co. More- 
over, and equally important, the Court re- 
fused to treat the cash payments or the 
agreement for a share of subsequent profits 
as advance royalty or bonus, since there was 
no supporting continuing royalty against 
which such payments could constitute an 
advance. 


Controlling Principles 


From the O’Donnell and Elbe decisions cer- 
tain controlling principles may be deduced. 
The first is that a right to share in the net 
profits derived from or measured by pro- 
duction and operation of oil and gas proper- 
ties, in and of itself, is not an “economic 
interest” entitling the holder to depletion 
on the receipts therefrom.“ This rule ob- 
tains whether or not the holder of such a 
net-profit right owned the transferred oil or 
gas properties prior to their transfer. Con- 
versely, it follows that the “economic in- 
terest” in such case resides in the one entitled 
to the gross proceeds of production from 
which the net profit is to be paid. That per- 
son is charged with the proceeds of produc- 
tion as ordinary income and is entitled to the 
depletion deduction therefrom.“ It follows 
also that the owner of a lease who assigns 
his entire title to another for a cash payment 
and the right to share in net profits from 
production and operation has made a sale 
of such lease and is accordingly not entitled 


48 Ibid. 

44 As a result of the two decisions, the Treas- 
ury amended art. 23(m)-1, Regs. 101, as applied 
to the Internal Revenue Code, by T. D. 4960, 
1940-1 Cum. Bull. 38, 39, to read in part as 
follows: 

“Thus, an agreement between the owner of 
an economic interest and another entitling the 
latter . . . to share in the net income derived 
from the interest of such owner does not con- 
vey a depletable economic jnterest.’’ 

Subsequent Regulations have contained this 
provision. See § 19.23(m)-1, Regs. 103, and 
§ 29.23(m)-1, Regs. 11. 

4 This accords with the doctrine of the single 
allowance for depletion on a given barrel of oil. 
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to depletion on the cash down-payment nor 
on the net-profit right, thus differentiating 
the case of a sub-lessor who assigns his 
lease for a cash payment and reserves an 
overriding royalty interest in said lease. 


Relationship—Not Verbiage— 
Should Govern 


It is necessary, however, to avoid being 
misled by terminology. The mere fact that 
one has a right to share in net profits does 
not defeat his right to a depletion allowance. 
The relationship of the parties, and not the 
use of labels, must determine the question. 
For example, partners and joint venturers 
have a right to share in net profits, yet no 
one would contend that they do not have 
a direct interest and right in the gross re- 
ceipts. On the other hand, a vendor of 
mineral property who must look to net profits 
as the consideration for the sale of such 
property stands in a different position, since 
he has severed all prior connections, legal 
and equitable, with the corpus. Error will 
frequently result if the appearance of the 
words “net profit” in a transaction is seized 
upon to deny the existence of a depletable 
economic interest. Regard must first be had 
to the normal standard relationship between 
the parties, and that relationship, rather 
than the verbiage used, should control. This 
is the approach taken by the Supreme Court 
in the O’Donnell and Elbe cases. 


Moreover, the mere use of the word “net” 
does not bring every right to share within 
the category of the “net-profit right.” Thus, 
in Spalding v. U. S.,* where a lessee con- 
tracted with an oil company, the latter under- 
taking to drill, produce, and operate the oil 
property and the parties agreeing that the 
“net proceeds” derived from the sale of the 
total production of the oil and gas were to 
be distributed between them in stated pro- 
portions, the transaction was not a “net- 
profit” contract. The use of the term “net” 
in the contract referred only to incidental 
selling expenses, and did not exclude the 
usual and normal expenses of production or 
operation. ‘Net proceeds” from the sale of 
the total oil and gas produced is not synony- 
mous with “net profit or income” from the 
production and operation of oil and gas 
properties. Under the first, the participant 
has a direct right in each barrel of oil as pro- 





#697 F. (2d) 697 (C. C. A. 9th, 1938), cert. 
denied, 305 U. S. 644 (1938). The Court held 
each party had an ‘“‘economic interest’’ to the 
extent of the stated proportions. 
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duced; under the latter, he has only a right 
measured by the total result of operations.” 


The Caldwell Case 


A situation falling between the O'Donnell 
and the Elbe cases, on the one hand, and the 
Spalding case, on the other, was involved in 
Commissioner v. Caldwell Oil Corporation. 
In that case the taxpayer, in 1936, purchased 
an oil and gas lease from its President, 
D. K. Caldwell, for $7,000, evidenced by a 
note secured by vendor’s lien. Taxpayer 
desired to develop the lease, but, being 
without funds, entered into an arrangement 
with D. K. Caldwell under which the latter 
agreed to advance the funds required for 
drilling and developing the lease. No se- 
curity by way of lien or otherwise was taken 
to secure repayment of these advances. In 
order to reimburse D. K. Caldwell for said 
advances (amounting to $44,024.03 in 1936), 
the taxpayer executed an assignment to 
D. K. Caldwell, reading in part as follows: 


“That the Caldwell Oil Corporation .. . 
does hereby Bargain, Sell, Assign, and De- 
liver unto the said D. K. Caldwell, his heirs 
and assigns, the proceeds of the full seven- 
eighths (7%ths) Working Interest in all of 
the wells upon the above described oil and 
gas lease, after deducting the actual and 
necessary operation expense, until the pro- 
ceeds of said interest shall pay to the said 
D. K. Caldwell . . . the full sum of . . . 
($44,024.03). And the officers of said Cald- 
well Oil Corporation are hereby authorized 
and directed to pay over to said D. K. Cald- 
well the proceeds of said interest, as re- 
ceived, deducting only actual and necessary 
operating expenses.” ® 


The issue was whether taxpayer or D. K. 
Caldwell was taxable on the proceeds from 
the sale of the oil produced from the lease. 
If the assignment above quoted conveyed an 
oil payment right to D. K. Caldwell, he, and 
not the taxpayer, was taxable thereon.” If 
it created only a “net profit” right in D. K. 
Caldwell, the taxpayer remained taxable 





47In the Spalding case the Court did not thus 
differentiate the case before it from the O’Don- 
nell and Elbe cases, but distinguished those 
cases on the ground that, in the case before it, 
the Oil Company was the producer and had in- 
vested money in drilling and developing the 
properties, whereas neither O’Donnell nor Elbe 
had or could produce the oil and had no capital 
invested therein. 

#141 F. (2d) 559 (C. C. A. Sth, 1944), affirm- 
ing 47 B. T. A. 707 (1942). 

49 Jd. at 560. 

5 See note 16 supra and accompanying text. 

5tIn such case the ‘‘economic interest’’ would 
have remained in the taxpayer, the assignor. 
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thereon,™ unless, considering the nature and 
effect of the entire transaction, the taxpayer 
could be considered the agent for D. K. 
Caldwell in the operation of the lease. In 
the latger event, the entire economic interest 
would be in D. K. Caldwell and he would 
be taxable on the total receipts less proper 
deductions for depletion and operating ex- 
penses. It is to be observed that the pay- 
ment to be made to Caldwell was limited to 
a sum certain, as in the case of an oil pay- 
ment. It was not to run throughout the life 
of the properties as in the case of a net- 
profit right. There was no guaranty of the 
amounts to be paid.” 


The Board of Tax Appeals held®™ that 
D. K. Caldwell and not the taxpayer was 
taxable on the receipts from the oil. Its 
decision was based first on the conclusion 
that the right held by D. K. Caldwell was not a 
“net-profit” right within the meaning of the 
O’Donnell and Elbe cases but was an oil-pay- 
ment right within the meaning of Thomas 
v. Perkins, Commissioner v. O'Shaughnessy, 
and Hugh Hodges Drilling Company.* This 
conclusion was based on the fact that not all 
items, such as the amount of the original 
purchase price and development expenses, 
were to be deducted from the gross receipts 
in arriving at the net amount to be paid 
D. K. Caldwell. The Board also held that 
even if the right was not a true oil-payment 
right, nevertheless, considering the transac- 
tion as a whole, the entire economic interest 
lay in D. K. Caldwell until a future time 
(when the obligation should be paid in full) 
and that the taxpayer was nothing more 
than Caldwell’s agent to operate the lease 
until such future time. 


The circuit court affirmed,” approving the 
reasoning of the Board on both grounds. It 
is to be noted that the contract in this case 
differed from those in the O’Donnell and Elbe 
cases with respect to the items to be de- 
ducted from gross proceeds in determining 
the amount to be paid to the taxpayer.” The 
interest possessed by D. K. Caldwell more 
nearly resembled an oil-payment right than 
a “net-profit” right. Moreover, the decision 





52 Cf, Anderson v. Helvering, 
(1940). 

53 Caldwell Oil Corp., 47 B. T. A. 707 (1942). 

54 See note 16 supra for these cases. 

55141 F. (2d) 559 (C. C. A. Sth, 1944). 

56 In the O’Donnell case no provision for arriv- 
ing at ‘‘net profits’? was made in the contract. 
In the Elbe case the purchaser was to recoup 
its capital outlay and all expenses of production 
and operation before the taxpayer received any- 
thing. The same was true in Blankenship v. 
U. S., 95 F. (2d) 507 (C. C. A, 5th, 1938), which 
involved the cash down-payment. 
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looked to the substance of the transaction in 
holding that by the arrangement of the par- 
ties, Caldwell, until he had recouped his out- 
lay in the leases and their development, was 


_ the operator, entitled, in substance, to the 


gross proceeds from production and that the 
provision for deduction of operating expenses 
was an expenditure the taxpayer was author- 
ized to make as agent for Caldwell. In this 
view of the case, Caldwell and not the tax- 
payer possessed the entire economic interest 
during the taxable years in controversy. 


Marrs McLean 


Next to be discussed are those cases in 
which there was involved a clear “net-profit” 
right within the ambit of the O’Donnell and 
Elbe cases. Such a situation was involved 
in the Marrs McLean case." Taxpayer owned 
four oil and gas leases known as the Phoenix, 
Antoine, Turner, and Gray leases. The first 
three leases were assigned to the Gulf Co. 
for a cash payment and a stated percentage 
of the net profits from the operation of the 
leases after the payment of all development 
and operating costs. In the case of the 
Gray lease, the taxpayer assigned only three- 
fourths of its interest to Gulf, which was 
given exclusive operating rights and exclu- 
sive control and management of operations. 
The taxpayer received a cash payment and 
was to receive one-fourth of any net profits 
realized from the operation of the leased 
premises after deducting all expenses. Dur- 
ing the taxable year in question, the tax- 
payer received payments under the contracts 
on all four leases. The taxpayer reported 
these receipts as ordinary income and claimed 
deductions for depletion. The Commissioner 
contended no depletion deductions were al- 
lowable. The Board sustained the Commis- 
sioner as to the receipts derived from the 
assignment of the first three leases, on the 
ground that the contract calling for a cash 
payment and a share of the net profits re- 
sulted in a sale of the leases. Taxpayer 
having no economic interest thereafter was 
not entitled to depletion deductions.® A dii- 
ferent result was reached as to the receipts 
from the Gray lease, the Board holding that 
the taxpayer retained an economic interest 
by virtue of his retention of a one-fourth 
interest in the lease. 


“Although the payments were measured 
by one-fourth of the net profits realized 





7B. T. A. 565 (1940), aff'd on other issues, 
120 F. (2d) 942 (C. C. A, 5th, 1941), cert. denied, 
314 U. S. 670 (1941). 

58 This conclusion was based on the O’Donnell 
and Elbe cases and Blankenship v. U. 8., 95 
F. (2d) 507 (C. C. A. 5th, 1938). 
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from the operation of the properties, and 
although there is no statement in the con- 
tract that those payments are to be made 
from any portion of the oil, nevertheless, 
this contract did not effect a sale of McLean’s 
interest. It is unlike the contracts in the 
Elbe and Blankenship cases, which purported 
to convey all the interest of assignors. It is 
more like the contracts in the Palmer, Perkins, 
and Harmel cases. Consequently, we hold 
that the petitioners are entitled to depletion 
in connection with the Gray leases.” ™ 


The taxpayer had also contended that he 
was entitled to a deduction for depletion 
equal to 2714 per cent of one-fourth of the 
gross proceeds from the sale of production 
on the Gray lease by Gulf. The Commis- 
sioner contended that the percentage deple- 
tion should be computed on the net amount 
actually received by McLean from Gulf. 
The controlling statutory provision was that 
the deduction for depletion “shall be 27% 
per centum of the gross income from the 
property during the taxable year,” and that 
there shall be excluded from such gross in- 
come “an amount equal to any rents or royal- 
ties paid or incurred by the taxpayer in 
respect of the property.” The Board held 
that McLean’s gross income from the prop- 
erty was the amount paid to him by Gulf, 
thus sustaining the Commissioner. The 
Board further commented that “no doubt 
the amount which Gulf paid them would be 
considered a rent or royalty paid by that 
taxpayer in respect of the property in comput- 
ing its deduction under Section 114(b)(3).”% 


Earlier Decisions 


The Board’s reasoning should be con- 
sidered in the light of the earlier decisions 
in Reynolds v. McMurray® and Helvering v. 
Armstrong.” Armstrong and the Ohio Oil 
Company owned oil leases in the proportion 
of 40 per cent and 60 per cent, respectively. 
They entered into an agreement which pro- 
vided that Ohio should manage, control, de- 
velop, and operate such leases, and should 
immediately drill a well at its own expense; 
that after the completion of the first well, 
Ohio should continue to manage, control, 
develop and operate the leases and pay all 
costs incident thereto, and should charge 
Armstrong’s undivided interest with its pro- 





59941 B. T. A. at 574 (1940). 

® Revenue Act of 1932, 47 Stat. 169, § 114(b)(3) 
(1932); Revenue Act of 1934, 48 Stat. 690, § 114 
(b)(3) (1934). 

6141 B. T. A. at 575 (1940). 

6 60 F. (2d) 843 (C. C. A. 10th, 1932), cert. de- 
nied, 287 U. S. 664 (1932); on second appeal, 
77 F. (2a) 740 (C. C. A. 10th, 1935). 

6 69 F. (2d) 370 (C. C. A. 9th, 1934). 
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portionate part thereof; that it should be 
reimbursed by Armstrong from the proceeds 
derived from the sale of his proportionate 
part of the oil and gas, to be effected by 
crediting Armstrong’s account with Ohio, 
on the first of each month, with the proceeds 
derived from the sales during the month 
preceding of his proportionate part of the oil 
and gas; and that it should make monthly 
remittances to him of his proportionate 
share of any proceeds remaining after de- 
ducting the amounts due it for expenditures 
made by it for him. 


Armstrong later assigned an undivided por- 
tion of his interest in the leases to McMur- 
ray. Thereafter, Ohio carried an account 
on its books, in accordance with the agree- 
ment, covering McMurray’s share of the ex- 
pense of the development and operation of 
such leases and the revenue therefrom. The 
books of Ohio reflected the following re- 
ceipts and expenditures charged to McMur- 
ray’s account: 


EXPENDITURES 
Capital Ordinary Earnings 
1918 ....$ 9,722.05 $ 188.73 $ 341.92 
1919 .... 55,922.34 3,164.95 12,026.32 
1920 .... 56,924.38 86,344.45 119,146.35 


The Commissioner determined deficiencies 
against McMurray for 1920, 1922, and 1924 
by including the entire amount of earnings 
credited to McMurray each year on Ohio’s 
books in his gross income for that year and 
allowing deductions for depletion, deprecia- 
tion, and business expense. The business ex- 
pense allowed for 1920 was not the full 
amount of $86,344.45 but only the amount 
of such expenses incurred for McMurray, 
which was repaid to Ohio by the income 
credit. 


The McMurray Appeals 


The first appeal involved the propriety of 
including in McMurray’s gross income the 
full amount of the earnings credited to him 
on Ohio’s books, but which he never actu- 
ally received, the expenditures exceeding 
the earnings. The Court sustained the Com- 
missioner’s determination, stating in its 
opinion: 


“Where one co-owner makes advances for 
the benefit of the other, to be repaid from 
earnings from the property before any divi- 
sion of profits is to be made but without 
personal obligation on the part of the other 
to repay such advances, thus making them 
subject to the risks of the business, the co- 
cwners are joint adventurers in the opera- 
tion of the property. ... 
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“It follows that Armstrong, the Ohio 
Company, and Will McMurray were co- 
owners of the leases and joint adventurers 
in the operation of such leases, and the in- 


come produced therefrom was the income of 
all. 


“The agreements did not constitute a 
present transfer of an interest in the leases. 
They authorized the Ohio Company to re- 
ceive and apply to its claim moneys accru- 
ing to Armstrong and Will McMurray. 
They were agreements to pay in the future 
from a particular source. 


“If the agreements in the instant case 
could be construed to be a relinquishment 
of the rights which Armstrong had in such 
leases in return for a percentage in the net 
profit, then plaintiff’s contention would have 
merit. But such was not the effect of the 
agreements. They provided that the Ohio 
Company should account to Armstrong not 
for net proceeds but for his proportionate 
part of the oil and gas produced and sold; 
that it should charge Armstrong’s undivided 
interest with its proportionate part of the 
expenses; and that it should be reimbursed 
out of the proceeds derived from the sale of 
his proportionate part of the oil and gas. 
The purpose of the agreements was to facili- 
tate development; not to transfer title. -The 
title of the respective owners remained as 
before.” “ 


On second appeal,” the court, following 
the same reasoning, held that McMurray 
was entitled to deduct the full amount of the 
expenses charged to him on the Ohio’s 
books. 


The Board’s Holding in the 
McLean Case 


Essentially the same situation existed in 
the McLean case, although the Board did not 
rely on the McMurray and Armstrong cases, 
as controlling. Employing the reasoning of 
the latter cases,” 1t would appear that by his 
contract with Gulf, McLean effected an 
operating arrangement in which he, as joint 
owner, continued to possess an interest in 
the oil and gas in place. By the contract, 
he had appointed Gulf as his agent to pro- 
duce and sell his share of the oil, to deduct 
his share of the expenses, and to remit to 
him the balance of his share.™* 


6 60 F. (2d) at 844 (C. C. A, 10th, 1932). The 
same result was reached in Armstrong’s case, 
69 F. (2d) 370 (C, C. A. 9th, 1934). 

677 F. (2d) 740 (C. C. A. 10th, 1935). 

*® Cf. also the second ground for the holding 
in Caldwell Oil Corp. (see notes 53-55 supra 
and accompanying text). 
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On the other hand, the Board would seem 
to be inconsistent in not charging McLean 
with one-fourth of the gross proceeds of pro- 
duction and in permitting him to deduct 
therefrom the percentage depletion allow- 
ance, limited, of course, to 50 per cent of the 
net income therefrom after deduction of his 
share of the expenses.” By holding that 
McLean’s “gross income from the property” 
is the net income actually received by him, 
the Board in effect denied that McLean con- 
tinued to own a quarter interest in the lease, 
charged with its proportionate share of the 
expenses. and in effect held that McLean 
converted that right into a contractual net- 
profit right, contrary to its holding on the 
main issue that he never parted. with his 
quarter interest in the oil and gas in place. 
If the Board’s holding on the main issue be 
correct, then it would seem to follow that 
its holding on the second issue was incor- 
rect. The converse is likewise true.® 


The Commissioner—Acq. & Non-acq. 


The Commissioner originally acquiesced 
in the Board’s decision on the main issue.” 
This acquiescence was subsequently with- 
drawn and non-acquiescence entered.” The 
Commissioner has likewise announced that 
he will no longer follow Reynolds v. McMur- 


a8 


ray. 


From the standpoint of the one who ob- 
tains the leasehold interest charged with a 
net-profit payment, the rule is set forth in 


66a The line cf demarcation drawn by the Tax 
Court is based upon the lone fact of legal title, 
rather than the nature of the relationship be- 
tween the parties, based upon all the facts. 
Thus, in Estate of Dan A. Japhet, 3 T. C. 86 
(1944), depletion was disallowed on net profits 
receipts where a sublessee had assigned his in- 
terest for cash and a share of the net profits, as 
detined in the contract. The Court held that 
the decision on the Gray lease in the McLean 
case did not govern, since Japhet had conveyed 
all of his interest, whereas McLean had con- 
veyed only three-fourths of his interest. The 
Court did not consider whether, under all the 
facts, a joint venture relationship existed be- 
tween the parties. Whether the sole controlling 
factor in this type of case should be the state 
of the legal title, as held by the Tax Court. 
may well be questioned in view of the holding 
in Anderson «. Helvering, 310 U. S. 404, 411 
(1940), that ‘‘The decision (Thomas v. Perkins, 
301 U. S. 655 (1937)) did not turn upon the par- 
ticular instrument involved, or upon the formali- 
ties of the conveyancer’s art, but rested upon 
the practical consequences of the provision for 
payments of that type.’”’ 

8? See note 61 supra. 

8% Cf. Donald P. Oak, 46 B. T. A, 265 (1942). 

69 1940-2 Cum. Bull. 5. 

70 1942-1 Cum. Bull. 26. 

1G. C. M. 22730, 1941-1 Cum. Bull, 214, 223. 
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Quintana Petroleum Company.” The taxpayer 
was the assignee of a lease charged with an 
agreement to pay the assignor one-fourth 
of the net proceeds of operations after pay- 
ing all the costs and expenses incurred in 
drilling, equipping, and operating a well on 
the lease. The taxpayer claimed a deduc- 
tion for the payments so made. The Board 
and circuit court, in denying the deduction, 
concluded that the assignor had retained 
no depletable economic interest by virtue of 
its net-profit contract (no other interest or 
royalty being retained) but that all of such 
interest lay in the assignee, the taxpayer. 
The net-profit payments were payments on 
the purchase price by the assignee for the 
lease and hence not deductible.” 


Felix Oil Company 


The McLean and Quintana cases were con- 
cerned with the assignment of a leasehold 
interest by the lessee in which a net-profit 
right was agreed upon. They did not deal 
with the treatment to be accorded net-profit 
rights in the case of the granting of a lease 
by the fee owner. The latter situation was 
involved in Felix Oil Company.“ There the 
taxpayer, the landowner, executed an instru- 
ment referring to the parties throughout as 
“Lessor” and “Lessee.” The “lessee” made 
a cash down-payment to the taxpayer and 
the contract provided for payment of a 
stated percentage of the net profits, as de- 
fined in the contract, to the taxpayer. No 
conventional royalty was retained by the 
taxpayer. The treatment of the cash pay- 





244 B. T. A. 624 (1941), aff’d, 143 F. (2d) 588 
(C. C. A, 5th, 1944). 

7% The same result was reached in Burton- 
Sutton Oil Co., 3 T. C. 1187, (1944), where the 
Tax Court also rejected the contention that the 
amount of the net-profit payments should be 
excluded from the taxpayer-assignee’s gross in- 
come. This was on the theory that the assignor, 
by the net-profit contract, had not retained an 
economic interest in the oil and gas in place. 
The principle of the Quintana case was applied 
in Schermerhorn Oil Corp. and Charles Weldon 
Tomlinson, 46 B.. T. A, 151 (1942), In this case, 
Tomlinson, a geologist, had a contract with the 
Schermerhorn Oil Corp. whereby he was to re- 
ceive a salary, drawing account, and a share 
of the net profits, after deduction of the orig- 
inal cost of the property and all development 
expenses, from any properties acquired by the 
Schermerhorn Oil Corp. on his recommendation. 
The Board held that the Schermerhorn Oil Corp. 
was required to report all the income from the 
leases, taking depletion thereon, and was re- 
quired to capitalize the net-profit payments 
made to Tomlinson. On the other hand, Tom- 
linson was required to report the net-profit 
receipts as ordinary income not subject to 
depletion. 

™T. C. Memo. Op., Dec. 18, 1942, Docket No. 
107148, aff'd, 144 °F. (2a) 276 €C. C. A. Sth, 
1944), 
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ment was not involved in the case. The tax- 
payer reported its net-profit receipts as 
ordinary income and claimed a depletion 
deduction. The Commissioner disallowed 
the depletion deduction. The Tax Court 
held that the taxpayer’s right to the net 
profits was a depletable economic interest. 
It arrived at this result by scrutinizing the 
instrument and finding no provisions “which 
transfer, assign or convey all of petitioner’s 
right, title and interest in the land or the 
oil, petroleum, natural gas or kindred sub- 
stances underlying the land as in Helvering 
v. Elbe Oil Land Development Co., supra.” 
Provision for a reversionary interest, plus 
the right of the taxpayer to forfeit the lease 
for lessee’s failure to drill timely, was held 
to demonstrate that a leasehold interest was 
intended and not an absolute sale of the 
property or any interest therein. Because 
the taxpayer could compel the lessee to sell 
50 per cent of the production elsewhere if 
it became dissatisfied with amounts realized 
by the lessee, it was held that taxpayer 
clearly retained an interest in the oil pro- 
duced. The Tax Court concluded that the 
instrument gave the lessee only the right to 
explore for oil and, if oil were found, to 
operate for the recovery of oil, and that 
ownership of the oil in place remained in 
the taxpayer as owner of the land and did 
not pass to the lessee before severance. 
Further, “we believe that the provision for 
an equal division of the net profits was 


‘merely the yardstick adopted by the con- 


tracting parties to measure the production 
acquired by the lessee and the production 
retained by petitioner as lessor.” Its con- 
clusion was based to a great extent on the 
holding of the Board as to the Gray lease 
in Marrs McLean.” 


CCA Upholds TC 


The circuit court affirmed,” stating that 
it saw no reason for rejecting the Tax Court’s 
interpretation of the contract.” 


The instrument involved was rather novel 
in that no conventional lessee’s working in- 
terest was created and no conventional land- 
owner’s royalty was reserved. However, no 
sale in the ordinary legal sense was effected. 
What the contract accomplished was a 
method of dividing the profits from the en- 
tire mineral interest, in which mineral inter- 
est the landowner had the same share as the 





7% See notes 57-61 supra and accompanying 
text. 

7% Felix Oil Co. v. Comm’r, 144 F, (2d) 276 
(C, C. A. 9th, 1944). 
7 Id. at 278. 
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“lessee. The landowner conferred broad 
managerial powers upon the “lessee,” but 
pertinently reserved enough-of such powers 
to control the disposition of fifty per cent of 
the oil itself. No such power of control 
resided in the Elbe Co. after it conveyed 
the title to its properties. It may be argued, 
therefore, that Felix Oil Co., after the execu- 
tion of the instrument, had more than a 
naked right to share in net profits.” 


On the authority of the McLean case, the 
Tax Court limited Felix Oil Co.’s depletion 
deduction to the net amount received by it, 
and this was affirmed by the circuit court. 
For the reasons heretofore pointed out, it is 
believed that such holding is inconsistent 
with the holding on the main issue. 


W. S. Green 


The courts have considered the situation 
in which the landowner grants a lease, re- 
serving a royalty interest, and in addition 
is to receive a stated percentage of the net 
profits from the operation of the properties. 
Such a case was W. S. Green™ The tax- 
payer (landowner-lessor) reported the royalty 
and net-profit receipts, claiming a depletion 
deduction on both. The Commissioner al- 
lowed the claimed depletion on the royalty 
receipts but not on the net-profit receipts. 
The Board of Tax Appeals held that “the 
provision in the contract that the payment 
was to be a percentage of the lessee’s income 
was nothing more than a means of deter- 
mining the amount of the bonus,” and that 
“the amounts paid by the lessee to petitioner 
as his share of profits constituted income 
from the property upon which he is entitled 
to percentage depletion.” ” 


The Commissioner acquiesced in this deci- 
sion.” In 1942, ten years after the decision, 
this acquiescence was withdrawn and non- 
acquiescence was entered.* Shortly there- 
after the question again arose in Kirby 
Petroleum Company,™ where, in addition to 
the reserved royalty and net-profit payments, 
the taxpayer received a cash down-payment. 
The Tax Court reached the same conclusion 
it had in the Green case, relying heavily on 
the holding in the McLean case as to the 


7% The regulations quoted in note 44 supra do 
not contemplate such a situation, since they 
assume the ownership of the economic interest 
in the one who confers upon another the right 
to share in the net profits derived from such 
owner’s interest. 

7™ Cf. Comm’r v. Kirby Petroleum Co., 13 
U. S. L. Week 2494 (C. C. A. Sth, 1945). 

8 26 B. T, A. 1017 (1932). 

81 Td. at 1019. 

& XTII-1 Cum. Bull. 6 (1933). 

83 1942-1 Cum. Bull. 23. 
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Gray lease to support its conclusion that no 
sale of the properties had occurred, thereby 
distinguishing the O’Donnell and Elbe cases. 
The Tax Court held that the taxpayer was 
entitled to a depletion deduction on the net- 
profit receipts. The cash down-payment was 
not involved. 


CCA Reverses TC 


The circuit court in a divided opinion re- 
versed the Tax Court.® After reviewing the 
earlier Supreme Court decisions and restat- 
ing the controlling principles,* the court 
said: 


“The instant case cannot be distinguished 
from the O’Donnell, Anderson, and Elbe Oil 
Company cases on the ground that in those 
cases the right to share in the net profits 
was not accompanied by an interest in the 
minerals. Here the retention of an oil roy- 
alty in addition to a share of the net profits 
operated to reserve an interest in the oil in 
place, but it was a partial interest that was 
not enhanced by the personal covenant to 
pay a percentage of net profits. Here at the 
instant of production, % of the oil belonged 
to the former owner, 1/24 (plus an amount 
sufficient to pay the cash bonus) was owned 


% 2 T. C. 1258 (1943). See also Anna Vickers 
Crawford, T. C. Memo. Op., March 24, 1944, 
Docket No. 111047, which followed the decision 
of the Tax Court in the Kirby case. This case 
is now on appeal by the Commissioner to the 
Ninth Circuit Court. The Kirby decision was 
distinguished in Estate of Dan A. Japhet, 3 T. C. 
86 (1944), because no royalty interest was re- 
served in the latter case; the taxpayer having 
received cash and a share of the net profits as 
consideration for the assignment of his sublease. 

[Since the above was put in type, the circuit 
court has affirmed the decision of the Tax Court 
in Anna Vickers Crawford.] 

8% Comm’r v. Kirby, 13 U. S. L. Week 2494 
(C. C. A. 5th, 1945). Hutcheson, J., dissented. 

86 ‘‘A taxpayer who leases solely for net profits 
no longer has a direct interest in the produc- 
tion of mineral deposits; his interest is in the 
ability of the operators to earn profits.’’ 13 
U.S. L. Week at 2494. 

The opinion does not mention the Felix Oil 
Co, case and it is a speculative question whether 
the above statement was intended to express dis- 
approval of that case. Also bearing on the cor- 
rectness of the Felix case is the following state- 
ment from the opinion: 

- . The claim is that a net profit is gross 


income if paid by the lessee to the lessor of oil 


property. This would not be so, it is admitted, 
if the lessor had not reserved in the lease a 
royalty interest that entitles it to some percent- 
age depletion. The argument is that this reser- 
vation converts a net profit into a bonus and dis- 
tinguishes this case from the O’Donnell and 
similar cases above cited; but there is no dif- 
ference in the controlling legal principle that 
underlies them all. The payment of net profits 
to the lessor is not the payment in kind of 
royalty oil or its equivalent.’’ 13 U. S. L. Week 
at 2494. [Footnote 86 continued on next page] 
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by the taxpayer, and the balance belonged 
to the lessees.” 


The court also said: 


“A bonus is subject to percentage deple- 
tion upon the theory that it is an advance 
royalty; but net profits are not paid in ad- 
vance, and cannot be paid until they are 
earned and ascertained.” ” 


The court then pointed out difficulties in 
computing the “gross income from the prop- 
erty” for purposes of percentage depletion 
if the net-profit payments be treated as rents 
or royalties.® 


The dissenting opinion points out, among 
other things, that the net-profit payments 
“were not cash payments agreed upon as 
the purchase price for an outright sale, but 
oil payments out of production of oil in 
which taxpayer had, to the extent of roy- 
alty and payments, retained an economic 
interest.” 


Majority Opinion in Conflict with 


Previous Decisions 


As shown in the earlier part of this dis- 
cussion, a sub-lessor who receives a cash 
payment and reserves an overriding royalty 
and an oil payment™ is entitled to deple- 
tion on the cash, the royalty, and oil-pay- 
ment receipts. If the dissenting opinion’s 
characterization of the percentage-of-profit 
right retained by the Kirby Co. is correct, 
then it follows a fortiori that the majority 
opinion is in conflict with previous decisions. 
In this connection, however, the net-profit 
right differs from an oil payment in one 
vital respect; viz., it is not limited in amount.” 
It does not follow from this, however, that 
the majority opinion is correct. The rule is 
firmly established, as shown heretofore, that 
a lessor or a sub-lessor who receives a cash 





[Footnote 86 continued] 

Not even a conventional royalty interest was 
retained by the landowner in the Felix case. It 
is, therefore, a reasonably warranted conclusion 
that the court would not have decided the Felix 
case as did the Ninth Circuit. 

The dissent, on the other hand, expressly ap- 
proves the Felix case: 

‘“‘The Tax Court was right in holding, as it 
did, in Commissioner v, Felix, supra, that a 
provision for 590 per cent of the net profits... 
entitled the owner of the oil payments to de- 
pletion, and that the courts were right... in 
affirming the Tax Court.”’ 13 U. S. L. Week at 
2494, 

87 Ibid. 

88 Net-profit payments were so treated by the 
Board in the McLean case, as stated heretofore. 

8 Type 4 in the classification (see notes 12-14 
supra and accompanying text). 

%® See the discussion supra of the Caldwell Oil 
Corp. case. 
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payment and reserves a royalty interest is 
entitled to depletion on both. The control- 
ling factor is that a royalty interest was’ 
reserved which is an interest in the reservoir 
of oil and gas in the ground depleted by 
production. The cash payment is normally 
made at the time of the execution of the 
lease and, according to the decisions, is 
made for the anticipated removal of the 
mineral. It is, therefore, treated as an “ad- 
vance royalty.” 


Meaning of “Advance Royalty” 


The use of the word “advance” in this 
sense does not mean that it must be paid at 
the time the lease is executed or prior to 
production. If the landowner executes a 
lease for a specified sum, to be paid in cash 
one year thereafter, and reserves a royalty, 
can depletion logically be denied on the cash 
when received? Assume further that he ex- 
ecutes a lease for a specified sum, to be paid 
out of the proceeds of the sale of a house 
owned by the lessee, and reserves a royalty. 
Is the cash payment any less a depletable 
bonus because it is to be paid in the future 
from a designated source?™ 


In the Elbe case the Supreme Court, after 
concluding that an absolute sale had taken 
place, was careful to point out that 


“In this view, neither the cash payments 
nor the agreement for a share of subsequent 
profits constituted an advance royalty, or a 
‘bonus’ in the nature of an advance royalty, 
within the decisions recognizing a right to 





%1 As indicated in the text, the writer believes 
it unsound to deny the net-profit receipts the 
same treatment as the cash down-payment be- 
cause of time of payment or source from which 
payment is to be made. Whether the net-profit 
payment involved in the Kirby case should be 
denied the same treatment as the cash down- 
payment because of the fact that it was not 
limited in amount, i. e., not limited to a fixed 
and definite sum, was not passed.upon by the 
circuit court of appeals. In this connection, 
attention is invited to the fact that the Supreme 
Court in Burnet v. Harmel, 287 U. S. 103 (1932), 
likened the cash down-payment to ‘‘an unusu- 
ally large rental for the first year’’ of any other 
lease, but it was considered a depletable re- 
ceipt where a royalty interest was reserved. 
Quaere: Are the net-profit payments of inde- 
terminate amount running throughout’ the 
productive life of the lease likewise to be analo- 
gized to the rental receipts of any other lease 
and likewise to be considered depletable re- 
ceipts where a royalty interest is reserved? The 
ensuing discussion in the text is intended to 
show that thus far, at least, the Supreme Court 
has given no indication that net-profit payments 
of indeterminate amounts running throughout 
the life of the lease are to be treated differently 
from the cash down-payment. 





1021 





the depletion allowance with respect to pay- 
ments of that sort.” ” 


Read in the light of the fact that the Board 
of Tax Appeals had divorced the cash pay- 
ment from the net-profit agreement and that 
the circuit court had allowed depletion on 
the cash payment on the theory that the 
net-profit agreement was the same as a 
“royalty” interest,” this statement by the 
Supreme Court reveals that the Court agreed 
with neither but took the view that the cash 
payment and the net-profit agreement stand- 
ing alone would not support a depletion 
allowance on the cash payment nor would 
the cash payment, plus the net-profit agree- 
ment, constitute a “bonus” or an advance 
royalty, absent an underlying reserved roy- 
alty. No distinction was drawn by the 
Supreme Court between the cash payment 
and the agreement for a share of subsequent 
profits. Thus, if no absolute sale had oc- 
curred, as it did not in the Kirby case, it 
would seem that the Supreme Court would 


303 U. S. at 375. 


% See notes 30-39 supra and accompanying 
text. 


* The Commissioner did treat the net-profit 
receipts the same as the cash receipts by taxing 
them as ordinary income, but he refused to 
* allow depletion on the net-profit receipts. By 
treating the net-profit receipts as ordinary in- 
come, the Commissioner clearly recognized that 
no sale, absolute or otherwise, of taxpayer’s in- 
terest, or any part thereof, in the minerals had 
occurred. Had such a sale occurred, the tax- 
payer would have been entitled to recoup his 
basis, or an allocated part thereof, from the 
net-profit receipts, as in the case of ordinary 
capital gains. Not having made a sale attended 
with the concomitant recoupment of basis, the 
taxpayer had the same capital investment in the 
minerals after the transaction as he had before. 
In such circumstances, the taxpayer was re- 
quired to resort to depletion for a return of his 
capital investment. This was not true in the 
Elbe case. It had made an absolute sale of its 
mineral properties; its basis in such minerals 
was recouped in computing the gain on the sale; 
and the gain was taxed as in the ordinary case 
of capital gains. The cash payment and net- 
profit agreement were treated alike, that is, as 
consideration for the sale of the properties. 
The O’Donnell case is clearly inapposite. O’Don- 
nell at no time, either before or after sale, 
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accord the agreement to share in subsequent 
profits the same treatment it would give the 
cash payment, viz., tax it as ordinary in- 
come and allow depletion thereon.“ The 
fact that a net-profit right, in and of itself, 
is not an economic interest is no more de- 
cisive of the question than is the fact that 
the cash payment, in and of itself, is not a 
depletable receipt. 


The Crawford Case 


There is now pending before the Ninth 
Circuit a case™ identical with the Kirby 
case. Because of the views indicated by the 
Ninth Circuit Court in the Felix Oil Co. 
case,” it is logical to expect it to reach a 
result opposed to the Kirby case. In that 
event, it is to be hoped that the matter will 
be resolved by the Supreme Court to the 
end that order may take the place of un- 
certainty and doubt in this important field.” 


[The End] 


owned or had any investment in the mineral 
properties themselves. He owned only corpo- 
rate stock, which he sold. Had he received a 
cash payment in the transaction, there is no 
doubt that it would have been treated the 
same as the net-profit- agreement; that is, as 
consideration for the sale of the stock, out of 
which O’Donnell’s basis in the stock would have 
been recouped in the computation of the gain. 

% Anna Vickers Crawford; see note 84 supra. 

% 144 F. (2d) 276 (C. C. A, 9th, 1944); see 
notes 74-79 supra. The Felix case involves a 
question different from that in the Kirby Pe- 
troleum and Crawford cases and, in the writer’s 
judgment, is not as strong a case for the tax- 
payer as the latter two cases. The rationale 
of the Felix case, however, would seem to com- 
pel a holding for the taxpayer in the Crawford 
case. It is to be observed also that even if the 
Felix case had been decided for the govern- 
ment, the court could decide the Crawford case 
for the taxpayer and not be inconsistent. 

{Since the above was put in type, the Craw- 
ford case has been decided by the Ninth Circuit 
Court of Appeals in favor of the taxpayer, thus 
affirming the Tax Court and declining to follow 
the decision of the Fifth Circuit in the Kirby 
case. ] 


% [Since the above was put in type, the Su- 


preme Court granted certiorari in the Kirby 
case on May 21, 1945.] 
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By MITCHELL B. CARROLL 


T HE CUMULATIVE BURDEN of estate 
taxes on the property left by an Ameri- 
can citizen dying domiciled in England has 
been one of the most crushing examples of 
international double taxation, and the com- 
plete elimination of this barrier to closer eco- 
nomic relations is the objective of the 
convention with Great Britain and Northern 
Ireland with respect to taxes on estates of 
deceased persons, signed April 16, 1945. 


The conversations resulting in the conven- 
tion began in London in 1944 and ended in 
Washington early in 1945, and those who 
took part included: 


For the United States: Mr. Eldon P. 
King, Special Deputy Commissioner of In- 
ternal Revenue; Mr. Roy Blough, of the 
Treasury Department; Mr. Frederick Live- 
sey, of the Office of Economic Affairs, De- 
partment of State; Mr. Herbert P. Fales, 
Foreign Service Officer, Division of Finan- 
cial and Monetary Affairs, Department of 
State; Mr. William V. Whittington, Assist- 
ant Chief of the Treaty Section, Division of 
Research and Publication, Department of 
State; and Mr. P. J. Mitchell, Mr. Adelbert 
Christy, and Mr. Earl Ruth, of the Bureau 
of Internal Revenue. For the United King- 


International Double Taxation 


dom: Sir Cornelius Gregg, Mr. S. P. Cham- 
bers, and Mr. J. R. Willis, of the British 
Board of Inland Revenue; and Mr. M. E. 
Bathurst, First Secretary of the British 
Embassy. 


In general, the convention follows the pat- 
tern of our death tax convention with Canada, 
signed June 8, 1944, and effective as of June 
14, 1941. 


It consists in recognizing the prior right 
of the country of situs to levy its tax, and 
providing for a credit against the tax pay- 
able in the country of domicile, except that 
the United States retains its right to tax 
the estate of citizens even though domiciled 
in England and grants the credit for the 
taxes paid in England on property having 
its situs there. 


However, there is a notable exception in 
the case of debts, secured or otherwise, other 
than the forms of indebtedness for which 
specific provision is made, which are deemed 
to be situated at the place where the dece- 
dent was domiciled at the time of his death 
(Art. III (2) (c)). The same principle ap- 
plies in the case of moneys payable under a 
life insurance policy (Art. III (2) (c)). This 
has the same effect as the principle of recip- 
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rocal exemption of intangibles generally 
applicable as between the States of the 
United States. 


This system of relief by credit is not only 
the same as that applied in the case of in- 
come taxes under section 131 of the United 
States Internal Revenue Code, which is in- 
corporated in the convention en income 
taxes with Great Britain and Northern Ire- 
land (Art. XIII), but it has long been fol- 
lowed by the United Kingdom in the case 
of death duties payable in respect of a dece- 
dent’s property situated in a British posses- 
sion (sec. 20, Finance Act, 1894). Likewise, 
the principle is followed in the double taxa- 
tion agreement between the United Kingdom 
and the Irish Free State as implemented 
by section 5, Irish Free State (Consequential 
Provisions) Act of 1922. 


Taxes to Which Convention Applies 


Only the Federal estate tax of the United 
States and the estate duty imposed by the 
United Kingdom, applicable to England, 
Scotland and Wales (Art. I (1)) and the 
estate duty in Northern Ireland (Art. IX) 
are subject to the convention. The inherit- 
ance taxes of the States of the United States 
are in no way restricted by the convention, 
nor does the convention apply to the British 
legacy and succession duties which, with 
few exceptions, do not apply to estates of 
decedents domiciled in the United States. 
The legacy duty, in general, affects only 
estates of decedents domiciled in Great Brit- 
ain, and the succession duty generally ap- 
plies only to real property situated in Great 
Britain, which is exempted from the United 
States tax. 


If either contracting party subsequently 
introduces other taxes of a substantially 
similar character, they shall fall under the 
convention (Art. I (2)). 


Provision is also made for extending the 
application of the convention to all or any 
of a contracting party’s colonies, overseas 
territories, protectorates, and mandated ter- 
ritories which impose substantially similar 
taxes, provided such party notifies the other 
contracting party through diplomatic chan- 


nels and the other party acquiesces (Art. 
VITI). 


It may be noted that the term “United 
States,” when used in a geographical sense, 
means the States, the Territories of Alaska 
and Hawaii and the District of Columbia. 
The term “Great Britain” means England, 
Wales and Scotland, but does not include 
the Channel Islands or the Isle of Man 
(Art. IT). 


1024 


Property Subject to the Convention 


Only property of a person dying domiciled 
in either or both contracting parties is sub- 
ject to the situs rules of the convention (Art. 
III). The question of whether a person was 
domiciled in the territory of a contracting 
party at the time of his death is to be deter- 
mined by the law in force in that territory. 


Assuming that it is determined that the 
decedent was domiciled in any part of the 
territory of a contracting party, the situs of 
specified items of property, or any legal or 
equitable right or interest therein, is deter- 
mined, for the purposes of the imposition 
of the tax and the credit allowed (under 
Art. V), in accordance with the rules set 
forth in Article III. The situs of items of 
property, or interests therein, not so de- 
fined, is to be determined by the law relating 
to the tax in force in the territory of the 
country other than that in which the dece- 
dent was domiciled. 


Definitions of Situs 


The rules of situs in Article III follow: 
oe ok Ok 


“(2) Where a person dies domiciled in 
any part of the territory of one Contracting 
Party, the situs of any of the following 
rights or interest, legal or equitable, which 
for the purposes of tax: form part of the 
estate of such person or pass on his death, 
shall, for the purposes of the imposition of 
tax and for the purposes of the credit to be 
allowed under Article V, be determined ex- 
clusively in accordance with the following 
rules, but in cases not within such rules the 
situs of such rights and interests shall be 
determined for thosé purposes in accordance 
with the law relating to tax in force in the 
territory of the other Contracting Party: 


“(a) Rights or interest (otherwise than 
by way of security) in or over immovable 
property shall be deemed to be situated at 
the place where such property is located; 


“(b) Rights or interests (otherwise than 
by way of security) in or over tangible 
movable property, other than such property 
for which specific provision is hereinafter 
made, and in or over bank or currency notes, 
other forms of currency recognized as legal 
tender in the place of issue, negotiable bills 
of exchange and negotiable promissory 
notes, shall be deemed to be situated at the 
place where such property, notes, currency 
or documents are located at the time of 
death, or, if in transitu at the place of desti- 
nation; 
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“(c) Debts, secured or unsecured, other 
than the forms of indebtedness for which 
specific provision is made herein, shall be 
deemed to be situated at the place where 
the decedent was domiciled at the time of 
death; 


“(d) Shares of stock in a corporation 
other than a municipal or governmental cor- 
poration (including shares of stock held by 
a nominee where the beneficial ownership 
is evidenced by scrip certificates or other- 
wise) shall be deemed to be situated at the 
place in or under the laws of which such 
corporation was created or organized; 


“({e) Monies payable under a policy of 
assurance or insurance on the life of the 
decedent shall be deemed to be situated at 
the place where the decedent was domiciled 
at the time of death; 


“(f) Ships and aircraft and shares thereof 
shall be deemed to be situated at the place 


of registration or documentation of the ship 
or aircraft; 


“(g¢) Goodwill as a trade, business or pro- 
fessional asset shall be deemed to be situated 
at the place where the trade, business or 
profession to which it pertains is carried on; 


“(h) Patents, trademarks and designs 
shall be deemed to be situated at the place 
where they are registered; 


“(i) Copyright, franchises, and rights or 
licenses to use any copyrighted material, pat- 
ent, trademark or design shall be deemed to 
be situated at the place where the rights 
arising therefrom are exercisable; 


“(j) Rights or causes of action ex delicto 
surviving for the benefit of an estate of a 
decedent shall be deemed to be situated at 
the place where such rights or causes of 
action arose; 


“(k) Judgment debts shall be deemed to 
be situatéd at the place where the judgment 
is recorded; 


“Provided that if, apart from this para- 
graph, tax would be imposed by one Con- 
tracting Party on any property which is 
situated in its territory and passes under a 
disposition not governed by its law, this 
paragraph shall not apply to such property 
unless, by reason of its application or other- 
wise, tax is imposed or would but for some 
specific exemption be imposed thereon by 
the other Contracting Party.” 


This proviso was suggested by the British 
negotiators, and applies to settled property 
which would not be subjected to the Federal 
estate tax. 


International Double Taxation 


‘these detailed provisions as to situs are 
especially significant as the present Ameri- 
can statute prescribes only three rules of 
situs, namely: (a) that stock in a domestic 
corporation is deemed to be situated in the 
United States (sec. 862 (a), I. R. C.); (b) 
that proceeds of life insurance upon the life 
of a nonresident alien are not deemed to 
be property within the United States (sec. 
863 (a), I. R. C.); and (c) that bank deposits 
for a nonresident alien not engaged in busi- 
ness within the United States are not deemed 
to be property within the United States (sec. 
863 (b), I. R. C.). Those mentioned under 
(b) and (c). are considered special exemp- 
tions rather than rules of situs. 


The Federal Administration has recog- 
nized other rules of situs established by the 
courts, as in Burnet v. Brooks (288 U. S. 378, 
1933), which regarded as situated in the 
United States certificates of stocks and 
bonds of foreign corporations which were 
physically present in the United States. Fol- 
lowing the precedent set in the convention 
with Canada (Art. III), the United States 
confirms the rule that shares of stock have 
a situs in the country where the issuing cor- 
poration was created, but abandons the rule 
in Burnet v. Brooks that corporate shares 
have a situs where the certificates are located. 


This involves also a relinquishment of the 
British rule that a corporate share of stock 
has a situs where it “can be effectively dealt 
with,” and, accordingly, that such stock is 
regarded as situated in England if (1) the 
corporation has only one transfer registry 
office located in Great Britain, or (2) the 
corporation has a transfer registry office in 
Great Britain and another outside Great 
Britain and the stock certificate is located 
in Great Britain, (3) the corporation is in- 
corporated under British law and required 
to keep its register in Great Britain, (4) the 
shares are standing on a branch. register in 
Great Britain and can be transferrd only on 
such register, (5) the stock certificate is 
located in Great Britain and is a certificate 
endorsed in blank which constitutes a bearer 
security (Senate, 79th Cong. Ist Sess. Exec- 
utive Rept. No. 7, p.9). Stocks of municipal 
or governmental corporations, common in 
the United Kingdom, are excepted from the 
foregoing rule as they are considered to be 
classifiable with government bonds (ibid.). 


It is to be especially noted that debts, 
secured or unsecured, and proceeds of life 
insurance are deemed to be situated at the 
place where the decedent was domiciled. 
These rules are regarded as constituting, in 

[Continued on page 1044] 
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THE MMCENTIVE INCOME TAN, 


Frank Wilbur Main, whose Incentive Income Tax Plan was presented 
to Congress earlier this year, is senior partner of Main and Company, 
Certified Public Accountants, with offices in Pittsburgh, New York, 


Chicago, Houston, Harrisburg, and Philadelphia. 


He is past president 


of the American Society of Certified Public Accountants, past president 
of the Pennsylvania Institute of Certified Public Accountants, and a 
member of the Council of the American Institute of Accountants. 


kA FEDERAL TAX STRUCTURE offer- 
“Xing incentive and encouragement to indi- 
viduals and to industry would do more than 
any other single thing to create the feeling 
of confidence so urgently sought by all 
people today. 

The United States has the greatest pro- 
ductive and distributive capacity in its history. 
Purchasing power of a widely diffused 
nature has been developed. Human wants 
are practically without limit. Confidence— 
individual confidence, corporate confidence, 
national confidence—is the ingredient that 
needs to be added. The Incentive Income 
Tax Plan opens a pathway to the restora- 
tion of confidence. For if individuals and 
industry can be given an incentive—if they 
realize that encouragement is being offered 
—they will soon gain the confidence needed 
to guide them through this transition period 
into an era of peaceful prosperity. 


A Fresh Approach to Taxation 


There is a mounting realization through- 
out our nation that a peacetime tax struc- 
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ture must provide more spending money in 
the hands of all people. This same program 
of taxation is thought of as also providing 
incentive for investments in not only old 
and established business, but. in new and 
risk-taking enterprises as well. 


The Incentive Income Tax Plan is a pro- 
gram of action, designed to create a simpli- 
fied and practical peacetime Federal income 
tax structure. Simple, clear, and equitable, 
it is a fresh approach tp taxation. 


Income the Basis for Individuals 
and Corporations 


The taxation of income is advocated by 
this plan, rather than the taxation of indi- 
viduals or corporations. Parallel rates of 
taxation are proposed for individuals and 
corporations. The same general exemption 
is granted to individuals and to corporations, 
and the same graduated scale of taxes is 
followed. 


Under the current system of Federal taxa- 
tion, a successful small business usually pays 


November, 1945 @ TAX ES—The Tax Magazine 





ANP LAn 





By 
RANK 
ILBUR MAIN 
in : 
am more tax aS a corporation than would be conducting the business themselves. sy 
ing paid if the business were conducted as an taxing income, instead of an individual or a 
old individual enterprise or a partnership. In form of business enterprise, the Incentive 
ind addition, a tax has to be paid by the stock- Income Tax Plan not only makes the cor- 
holders when the profits are withdrawn as porate form attractive to small business, but, 
ia dividends. The corporation also has the’ at the same time, gives great encouragement 
pli- troublesome question of the reasonableness to investments—particularly in “risk-taking” 
sini of the stockholding officers’ salaries, and opportunities. 
ble. often the vexatious question of undistributed The Incentive Income Tax Plan provides 
surplus. See wa ee Sra ye . 7 
" for a very substantial increase in exemp- 
F Today in this country there are approxi- tions. For individuals, from $500 to $1,250 
bd mately 3,000,000 small businesses. Yet, only —for married couples, from $1,000 to $2,500. 
500,000 Federal income tax corporation re- The dependent exemption would be con- 
turns are filed annually! If the small busi- tinued at $500. Corporations are allowed 
by ness is to be encouraged, it should have the an exemption of $2,500. 
ndi- advantage of the corporate form ol doing The annual net taxable income of indi- 
s ot business without being penalized thereby. ea aes : Renee tes : 
and Unless it is possible for owners of small bearer ress cheteiege os age Me “ 
tion businesses to incorporate when desired, it graduated scale from 25% to 50%, with the 
i pora when desired, cee ch ee ae } eee 
ons, will be increasingly difficult for them to ob- 50% ersanamaeiues given. on all a a 
'S 1S tain the necessary investment required for ey Se eee ee $25,000 after exemptions 
expansion and financial well-being. The and deductions are declared. 
nai obvious drawback is that few people want to All excess profits and capital stock taxes 
pays assume the liabilities whichtgo with part- are to be eliminated. By raising the ex- 
. nership investment, unless they are actually emptions, additional buying power in the 
azine 
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hands of all people is automatically provided. 
This buying power is needed in the months 
ahead to provide the mass market for the 
new radios, refrigerators, automobiles, homes, 
and other requisites of a high standard of 
living soon to become again generally 
available. 


Dividends will be freed from taxation on 
the part of those receiving such return on 
investment. This provision will greatly 
stimulate investment thinking and will pro- 
vide encouragement for untold thousands of 
business activities. 


Our National Income 


With the increased income which the 
higher exemptions will place in the hands 
of all peoples, with the reduced ceilings on 
taxation on both individuals and corpora- 
tions, plus the freeing of dividends from 
taxation by the stockholder, a national in- 
come of at least $160,000,000,000 should be 
realized in early postwar years. 


In order that the impact of the Incentive 
Income Tax Plan could be graphically shown, 
the statistics in the plan were based on an 
assumed national income of $160,000,000,000. 
This was the figure anticipated for the fiscal 
year of 1944. One of the major criticisms 
of the Incentive Income Tax Plan is that 
the plan was based on this volume of national 
income without assurance that such a level 
would be duplicated in peacetime postwar 


1. Securing of adequate revenues for 
the conduct of the United States Gov- 
ernment with a balanced budget. 


| 2. Provision of maximum encourage- 
ment for the maintenance of the nation’s 
buying power. 


3. Stimulation of the highest possible 
level of employment. 


4. Encouragement of investments, 


years. The peacetime Federal budget will 
probably be at least $25,000,000,000. With 
the budget at that figure, in order to have a 
vigorous and dynamic national economy, we 
must maintain in this country a national in- 
come of approximately $160,C00,000,000. Even 
the briefest review of our country’s eco- 
nomic life reveals that such assumption is 
based on recorded history. 


The Incentive Income Tax Plan has been 
advocated as the pathway through which 
our country can maintain a high level of 
national income, and, at the same time, 
secure adequate revenues for the conduct of 
the United States Government, with a bal- 
anced budget. If the Incentive Income Tax 
Plan is enacted into law at the current ses- 
sion of Congress, there is no question but 
that it will stimulate the highest possible 
level of postwar employment. By reducing 
the number of income taxpayers from 
51,000,C00 to 13,500,000, a tremendous simplifi- 
cation and economy in Government auditing 
would also result. 


Out of a professional tax experience cov- 
ering more than 30 years, and out of an 
auditing and accounting practice which 
brings the closest contact with corporations, 
institutions, unions, associations, and indi- 
viduals in all walks of life, I believe the 
adoption by Congress of the Incentive In- 
come Tax Plan will pave the way to produce 
the prosperous conditions so universally de- 
sired for our years of peace ahead. 


THE INCENTIVE INCOME TAX PLAN WILL HAVE 
AS ITS PURPOSES: 


particularly in new and “risk-taking” 
opportunities. 


5. Elimination of the inequity of 
double taxation on the returns from 
investments. 


6. Maintenance of the current high 
level of national income. 


7. More spendable income in the 
hands of the people, thus definitely rais- 
ing the standard of living. 
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INCENTIVE INCOME TAX PLAN 
SUMMARIZED 


! EXEMPTIONS TAX RATES 


This Plan to. be effective with the fol- 


The Annual Income of Individuals and 

















lowing deductions and exemptions: Corporations to be taxed as follows— 
, 1. All deductions for charitable contri- From gross income 
: butions, interest payments and taxes, receive " ‘i? ¥ 
: e _ wages, sale o 
f as well as all other allowable deduc Send, sevvialio time- 
cy a tions, as at present. dered, etc., deduc- The net taxable in- 
‘ . tions and exemp- come to be taxed at 
. 2. Single Person .. $1,250 tions are taken, the rate of — 
3 3. Married Couple . . .$2,500 pe vag a ee 
able income of no 
: 4. Each Dependent --9 SO seco than— 
5. Corporation . .$2,500 a ‘ 
g P $ $ 5,000 .... 425% 
n * * * 
- ae : $1 ) 25% of Ist $5,000 
g Dividend income to be exempt from 0,00 ee of next $5,000 
taxation on the stockholder. 
- (25% of 1st $5,000 
- Si AE $15,000 130% of next $5,000 
a All Excess Profits and Capital Stock (35% of next $5,000 
a Taxes to be eliminated. (25% of Ist $5,000 
“* * * * $20,000 _.. }30% of next $5,000 
“ f : 135% of next $5,000 
a No change is proposed in the present 140% of next $5,000 
law as to carry-back and carry-forward 
-~ provisions for losses. 25% of Ist $5,000 
al a S ini 30% of next $5,000 
$25,000 35% of next $5,000 
No change is proposed in the present aa of next ipod 
law affecting all income taxpayers as to (45% of next $5, 
gains and losses from the sale or other cilia a (All net taxable in- 
disposition of capital assets, allowances $35,000 jcome exceeding ini- 
for depreciation and depletion, or other ~~’ \tial $25,000 to be 
allowable deductions. {taxed 50% 
HOW IT WORKS 
iH (Net Taxable Income as used in these examples represents Net Income after 
4 present allowable deductions are taken, and before the exemptions indicated.) 
cI — - —— a 
EXAMPLE NO.1 Married Couple—IVithout Dependents 
7 Tax Under 
Net Taxable Income Present 
fe Income Exemption Balance Tax Rate Tax Law 
j $1,500 $2,500 0 oan 0 $ 130 
2,000 2,500 0 0 245 
3,000 2,500 $ 500 25% $ 125 475 
3,500 2,500 1,000 25% 250 600 
5,000 2,500 2,500 25% 625 975 
8,000 2,500 5,500 25% of 1st $5,000 1,400 1,885 
30% of remaining $500 
10,000 2,500 7,500 25% of ist $5,000 2,000 2,585 
30% of remaining $2,500 
2 aad Satna a a Caen ae = [Continued on next page] 
zine Incentive Income Tax Plan 
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EXAMPLE NO. 2 


Incentive Income Tax Plan 


Summarized—Continued 


| 
Single Person—W ithout Dependents | 
| 
| 
| 





7 Tax Under 


















































Net Taxable Income Present 
Income Exemption Balance Tax Rate Tax Law 
$1,000 $1,250 0 0 $ 115 
2,000 1,250 $ 750 25% $ 187.50 345 
4,000 1,250 2,750 25% 687.50 835 
8,000 1,250 6,750 25% of ist $5,000 1,775.00 2,035 
30% of remaining $1,756 
EXAMPLE NO. 3) Husband, Wife and Two Dependents | 
+Tax Under 
Net Taxable Income Present 
Income Exemption Balance Tax Rate Tax Law 
$3,000 $3,500 0 aa 0 $ 275 
5,000 3,500 $1,500 25% > ave 755 | 
7,500 3,500 4,000 25% 1,000 1,440 
10,000 3,500 6,500 25% of 1st $5,000 1,700 2,245 
30% of remaining $1,500 
20,000 3,500 16,500 25% of ist $5,000 5,100 6,785 } 
30% of next $5,000 
35% of next $5,000 
40% of remaining $1,50C 
25,000 3,500 21,500 25% of ist $5,000 7,175 9,705 
30% of next $5,000 
35% of next $5,000 
40% of next $5,000 
| 45% of remaining $1,500 
} . cee - — vas = eee 
EXAMPLE NO. 4 Corporations 
Tax Under 
Net Taxable Income Present 
Income Exemption Balance Tax Rate Tax Law 
$ 25,000 $2,500 $ 22,500 25% of 1st $5,000 S 2,625 (x) 
30% of next $5,000 | 
} 35% of next $5,000 *° 
40% of next $5,000 
45% of remaining $2,500 
50,000 2,500 47,500 25% of 1st $5,000 20,000 
30% of next $5,000 
35% of next $5,000 
40% of next $5,000 
45% of next $5,000 
50% of remaining $22,500 
100,000 2,500 97,500 same as above on Ist $25,000 45,000 
plus 50% of remaining $72,500 
500,000 2,500 497,500 same as above on Ist $25,000 245,000 
plus 50% of remaining $472,500 
1,000,000 2,500 997,500 same as above on Ist $25,000 495,000 
plus 50% of remaining $972,500 | 
2,500,000 2,500 2,497,500 same as above on Ist $25,000 1,245,000 


plus 50% of remaining $2,472,500 










on equal taxable incomes. 


+ With stockholder relieved of taxation on dividends, savines will be increased by the 
amount of taxes now paid on dividends. 

(x) It is impossible to show the corporation income tax under the present law. In 
view of the complexity of the present law no two corporations would pay the same tax 
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A more reasonable rule may prove more costly—when the rule is one for accruing capital 
stock taxes and the cost is one of tax dollars and cents. . 


Capital Stock 


Tax Accruals 


A Cautionary Note 


By LEON L. RICE, Jr. 


Attorney-at-Law 


® 

N AN ARTICLE by the writer, which 

appeared in the March, 1945, issue of 
TAXEs, the method of accruing capital stock 
taxes which was approved in the Aflantic 
Coast Line case, 4 TC 140, was commended 
as being a common sense method. Pursuant 
to the Commissioner’s acquiescence in the 
decision in that case, the Chief Counsel of 
the Bureau has now issued G. C. M. 24461, 
holding in effect that a corporation on the 
accrual basis may follow the method of 
accruing capital stock taxes used by it in 
keeping its accounts and filing its returns, 
provided such method clearly reflects income 
and is consistently followed for Federal in- 
come tax purposes. 


It is gratifying to know that the Bureau 
has agreed to follow this reasonable prin- 
ciple, which does away with the necessity of 
retroactive adjustments of returns already 
filed. However, a corporation should care- 
fully investigate the effect of the application 
of this method on its Federal income and 
excess profits tax liabilities before contend- 
ing for the application of the method to 
its particular case. 


Consistent Method— 
Inconsistent Position 


One important matter which should be 
kept in mind is that, if book accruals are 
followed in settling tax liabilities for years 
beginning in 1940 or in later years, an ad- 
justment for inconsistent position may have 
to be made with regard to the excess profits 
credit based on income during the base pe- 
riod years of 1936-1939. This adjustment is 
covered by Section 734 of the Internal Reve- 
nue Code. It may well be that the corpo- 
ration has consistently followed the method 
of monthly accruals in filing its returns since 
the advent of the present capital stock tax 
in 1933. An inconsistent position within the 
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meaning of the statute would be involved, 
however, if the income tax liabilities of the 
taxpayer for the base period years and years 
prior thereto were settled on the basis of 
July 1 accruals of capital stock taxes, and 
the income and excess profits tax liabilities 
for years beginning in 1940 or in subsequent 
years are settled on a different method of 
accrual. In other words, the fact that the 
corporation has followed a consistent method 
of accruing capital stock taxes for the pur- 
poses of filing its returns does not neces- 
sarily mean that no inconsistent position is 
involved. The application of Section 734 
is dependent upon the final action taken in 
the disposition of the tax liability. 


Atlantic Coast Line Rule in Operation 


Under Section 734, if a position is taken 
in an excess profits taxable year which affects 
the excess profits credit based on income 
and which is inconsistent with the position 
finally adopted with respect to the years 
prior to 1940, the inconsistent position pro- 
vision may be brought into operation either 
at the instance of the corporation or of the 
Commissioner. As a result of this provi- 
sion, a corporation may find that the appli- 
cation of the Atlantic Coast Line rule results 
in less net income for the current year or 
years, but also results in a reduced excess 
profits tax credit. Of course, if the incon- 
sistent position adjustment results in a de- 
crease in excess profits tax credit and 
possibly an over-payment of income taxes 
for years prior to the base period, in effect 
a refund of income taxes for the base period 
and prior years would be indicated, which 
would tend to reduce the adverse effect of 
the reduction in credit. On the other hand, 
the corporation may discover that the appli- 
cation of the Atlantic Coast Line rule results 
in more net income in the current year or 
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years, but the inconsistent position adjust- 
ment results in an increased excess profits 
credit. In such instance the deficiency in 
income taxes for the base period and pos- 
sibly prior years would tend to reduce the 
beneficial effect. The factor of interest on 
the deficiency or over-payment of income 
taxes for the years prior to 1940 would have 
an effect upon the net results of the adjust- 
ment. 


The fortuitous circumstance of the amount 
of capital stock tax paid by a corporation 
as a result of a July 1 declaration during 
any year as compared with the amount paid 
in another year or years may likewise affect 
the question of whether a July 1 accrual or 
a monthly accrual affecting two taxable 
years will be more advantageous.’ It may 
well be that a greater capital stock tax de- 
duction will be allowable in a particular 
taxable year if the July 1 accrual date is 
used. It may also work out that a monthly 
accrual basis operates to the disadvantage 
of the corporation for a period of one or two 
years, but operates to the advantage of the 
corporation if a greater number of years is 
taken into account. The corporation should 
accordingly examine the effect of the appli- 
cation of the two different rules to all open 
years. 


Monthly Book Accruals 


The question of whether monthly book 
accruals should be contended for may also 
require a piercing of the veil of the future. 
Among factors involved here are the proba- 
bilities of the repeal of the capital stock tax 
and the excess profits tax. If, as appears 
to be likely, the capital stock tax is repealed 
prior to June 30, 1946, so that the capital 





1 Since the Atlantic Coast Line case involved a 
calendar year taxpayer, this article relates pri- 
marily to calendar year taxpayers, or at least 
those whuse fiscal year does not begin July 1. 
If the fiscal year runs concurrently with the 
capital stock tax year, monthly accruals will not 
involve two taxable years, nor will it make any 
difference in taxes for a particular year whether 
the whole amount is accrued as of the preceding 
July 1 or is spread over the entire fiscal year 
ending June 30. 
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stock paid in July, 1945, is the last such tax 
which will be payable, no capital stock tax 
deduction will be allowable for 1945 if the 
tax is considered to have accrued as a whole 
on July 1, 1944.* If, on the other hand, a 
method of monthly accrual such as that in- 
volved in the Atlantic Coast Line case is fol- 
lowed, a deduction would be available in 
1945 to the extent of the amount accrued 
for the six months’ period ending June 30, 
1945. If the capital stock tax is not repealed 
and the excess profits tax is repealed or 
materially reduced, it may work out that the 
method of accruing the tax on July 1 of the 
preceding year will be more beneficial. In 
such instance the entire amount of capital 
stock tax would be thrown back and de- 
ducted in the last year affected by the pres- 
ent excess profits tax rate and exemption. 


Other Factors to Be Considered 


Although it cannot be definitely known 
what Congress will do regarding the contin- 
uation of. the capital stock tax and the ex- 
cess profits tax, it appears probable that 
the capital stock tax will be repealed as 
soon or sooner than the excess profits tax. 


Still other factors which might affect the 
picture are carry-overs or carry-backs of 
net operating losses or unused excess profits 
tax credits. Again, the amount of income 
earned by a corporation in a particular year, 
and especially whether it reaches the excess 
profits tax bracket, may likewise be very 
material. 


In any event, it behooves every corporate 
taxpayer to investigate its tax situation from 
all angles before contending for the appli- 
cation of the Atlantic Coast Line principle. 
Prima facie, this principle has the virtue of 
eliminating retroactive adjustments and it 
assures that deductions will be obtained for 
all capital stock taxes paid, just as if taxes 
had been accrued in a lump sum on July 1. 
However, for reasons mentioned herein and 
possibly for other reasons not specifically 
mentioned, the application of the rule may 
cost more in dollars and cents. [The End] 





2 See footnote 1 above. 
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The War and The Fiscal South 


Southern State and Local Finance Trends 
and the War by James W. Martin. Vander- 
bilt University Press, Nashville, Tennessee; 
University of Kentucky Press, Lexington, 
Kentucky. March, 1945. 106 pages. Price: 
Fifty cents. 


This is a study of the recent trends of 
state and local government finance in the 
fourteen states south of the Potomac and 
the Ohio Rivers and the northern bound- 
aries of Arkansas and Oklahoma. The 
study was conducted by Dr. James W. 
Martin, Director of the Bureau of Business 
Research of the University of Kentucky, 
who was formerly Tax Commissioner of 
that state and who has had much experience 
in both tax research and tax administration. 
It was sponsored jointly by the Kentucky 
Bureau and the Institute of Research and 
Training in the Social Sciences of Vanderbilt 
University. Both research organizations 
contributed personnel to assist in making 
this study and the presses of the two uni- 
versities joined in publishing the Bulletin. 


The investigation covers state and local 
revenues, expenditures, debts, intergovern- 
mental fiscal relationships, and various 
phases of administration, with particular 
emphasis upon the development of budget- 
ing. The author considers the fiscal year 
ending June 30, 1941, as perhaps the best 
to choose as the “beginning of the war 
period in state and local finances” when 
comparing prewar and war trends. 


State data are more adequate than those 
for local units of government, and data re- 
lating to taxes are more adequate than those 
relating to most of the phases of govern- 
ment finance; hence, trends are shown more 
tully and for longer periods with respect to 
some areas and subjects than with respect 
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to others. In some cases comparisons cover 
twenty years or more; in other cases, ten 
years or even much shorter periods. Fol- 
lowing are typical examples of the findings. 
Much of the following that is not quoted 
exactly is paraphrased or summarized from 
the original. 


STATE AND LocAL REVENUES 


Though Federal revenues fell sharply for 
a time following the close of World War I, 
state and local revenue collections through- 
out the United States rose rapidly until the 
early 1930’s. After a recession, state re- 
ceipts continued the upward trend, but the 
aggregate of local collections remained al- 
most stable. The most fundamental shifts 
reflecting significant changes in policy oc- 
curred in state rather than in local govern- 
ments. 


The rate of increase in total revenue 
collections between wars varied greatly 
among the several states, but the average 
increase for the southern states exceeded the 
average for all states; in fact, most southern 
states tripled total revenues between 1927 
and 1940. World War II brought further 
marked increases in the revenues of southern 
states, though in terms of purchasing power, 
there has been a decline since 1940 in some 
states and since 1941 for others. 


Property Taxation: “State and local.— 
Perhaps the most impressive fiscal develop- 
ment during the decades of the 1920's and 1930's 
was the reduction in the relative importance of 
the property tax. From 1922 to 1932, although 
the amount of property tax collections in- 
creased materially, the ratio of such revenues 
to the total from all state and local sources fell 
off considerably. During the next decade both 
the absolute and relative importance of the 
property tax declined in the South much more 
rapidly than in the country generally. 
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$y 1941 the southern states had thrown 
off the property tax yoke to a greater extent 
than had the average of all states. Only 
Texas, among the former, showed a ratio of 
property tax to all revenues as high as the 
national average; and the Texas percentage 
was only a trifle above that for the United 
States as a whole. The relatively low local 
dependence on the property tax explains the 
South’s differential; a majority of southern 
state governments show property tax col- 
lections per capita above the national aver- 
age. The rate of decline in proportion of 
total revenue derived from property taxa- 
tion from 1932, although on a state basis 
practically the same in the South as in the 
whole country, was very much more pro- 
nounced for local government in the southern 
than in other states. 


“State —All except two or three of the 
southern states made severe depression cuts 
in property South Carolina, 
appears not to have done so, subsequently 
effected a material reduction. These abso- 
lute reductions seem to have resulted from 
a variety of factors, among which are the 
following: (a) the ,depression of the early 
1930’s, which reduced land rentals mate- 
rially and thereby influenced apparent prop- 
erty tax paying capacity; (b) the depression 
in combination with other factors, which 
strengthened certain pressure groups averse 
to property taxation; (c) the view that prop- 
erty taxation occupied too large a relative 
position in the state-and-local tax picture 
and that direct reduction of rates was one 
method whereby the readjustment could be 
effected; (d) the dissatisfaction with assess- 
ment and collection practice which promoted 
a consciousness of inequities in property tax 
practice; (e) the inadequacy of the property 
tax in application to particular classes of 
property notably intangibles, which afforded 
property interests a talking point; (f) the 
scarcity of local revenues, which stimulated 
a demand that states discontinue or greatly 
reduce their dependence on the 


taxes. which 


property 
tax; (g) the impression that the property 
tax bore with undue weight on small home 
owners and the consequent adoption of home- 
stead exemptions and over-all rate lim- 
itations; (h) the exemption of newly 
established industrial plants to encourage their 
location in the South; and (i) the public 
failure to appreciate the relative revenue 
significance of the property tax. 

‘Both the force of reduced collections 
operating on the numerator of the fraction 
and the force of increasing other taxes oper- 
ating on the denominator tend to cut the 
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proportion of total revenue 
from state property taxes. 


which comes 


“From the outbreak of the war property 
tax revenues collected by the states have 
been declining precipitately at the outset and 
since 1941 more slowly. The relative change 
in the South is less than that for the whole 
country. Whereas the southern change re- 
flects an apparently temporary situation in 
Texas to a large extent, the country-wide 
fluctuation seems to portray merely the con- 
tinued decline of state property taxation; 
but income tax collections and most types 
of general sales and excise taxes have pro- 
duced rapidly increasing revenues. In the 
gasoline and motor vehicle registration tax 
area there was an initial spurt in collections, 
but it was followed pursuant to the liquid 
fuel rationing program by a severe slump 
which, with property taxes, represented the 
main developments counter to the general 
trend. 


“Tocal.—Data available do not permit a 
detailed examination of the trends of local 
property taxation in comparison with total 
revenues. Except for five states, none of 
which is in the South, there was an absolute 
increase in property tax collections between 
1922 and 1932. Per capita local property tax 
collections, however, declined modestly in 
the decade of the 1930’s in both the South 
as a whole and the entire country as a whole. 
Exceptional changes occurred in three south- 
ern states: Georgia and Tennessee showed 
slight gains; and West Virginia, a slump'of 
nearly 50 per cent. 

“Generally, the fluctuations in local policy 
as to property taxation, aside from changes 
brought about by state laws, reduced levies, 
and declining assessment levels, are not suf- 
ficient to justify detailed study in order to 
ascertain the general trends for the decades 
of the 1920’s and 1930’s. The radical shifts 
have occurred in state governments.” 


Motor Vehicle and Related Taxes: By 1941, 
the southern states received about 31 per cent 
of their total revenues from these taxes as 
compared with 24 per cent for all states, or 
24 per cent from the gasoline tax alone in 
1940 as compared with 17 per cent for the 
all-state average. For 1943, the southern 
state gasoline tax revenue average had 
slumped to 19 per cent as compared with 
the all-state average of 17 per cent. The 
1944 receipts were practically the same as 
for 1938. “Thus the actual reduction in tax- 
able gasoline consumption is much less than 
commonly assumed, even though it has been 
considerable.” 
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Death Taxes: Southern adoption of state 
death and gift taxes lagged in earlier years; 
rates were generally low and exemptions 
generous. But from 1922 to 1940 revenues 
from these taxes increased from less than 
$4 million to nearly $10 million. “Still, how- 
ever, such taxes occupied a minor—almost 
insignificant—position in southern state rev- 
enue systems, yielding less than 1 per cent 
of total revenue as compared with a little 
more than 2 per cent in the entire country.” 
The increased collections of early war years 
have been followed by declines as the war 
has progressed, largely because of the un- 
certainties and high federal taxes of this 
period. 


Income Taxes produced less than 3 per 
cent of all southern state revenues in 1922, 
but 5 per cent in 1940, compared with 7 per 
cent for all states. During the war period 
these revenues have been multiplied by more 
than two and a half and the increase would 
have been even greater except for (a) loss 
of skilled administrative manpower, espe- 
cially auditors, and (b) deduction of high 
federal taxes in computing state income 
taxes. 


Sales Taxes: “Selective excises” and “gen- 
eral sales taxes” developed considerably in 
the 1920’s, and especially in the depression 
1930’s. Tobacco taxes and severance taxes, 
both of which are relatively more important 
in the South than in other regions, exhibited 
marked increases in yields during the war, 
though neither is a major source of state 
revenue. Revenues from alcoholic beverage 
taxes advanced very rapidly in the early war 
years but slumped somewhat with the war 
reduction of whiskey manufacture. 


General sales taxes have been less impor- 
tant components of total revenues of south- 
ern states than of all states; in 1940 they 
constituted 6 per cent in the South as com- 
pared with nearly 10 per cent for all states. 
“In the South in 1940 general sales taxes 
produced less revenue than motor fuel, un- 
employment pay roll, or property taxes; 

. in all states together they yielded more 
than state property taxes.” From 1940 to 
1944, the increase in yields of general sales 
taxes was 66.6 per cent for southern states, 
44 per cent for all states. 


Unemployment Compensation Pay Roll 
Taxes supply about 11 per cent of total 
revenues in southern states, about 17 per 
cent in all states. The wartime net increase 
averaged about 54 per cent in the South 
and about 56 per cent for all states. 


Current Books of Interest 


CouNTy AND City REVENUES 


The meager: statistics available indicate 
that “changes in aggregate state and local 
revenues are little affected by wartime alter- 
ations in county data.” 


Southern cities with populations in excess 
of 100,000, ‘‘unlike those in the same size 
groups in other parts of the country, have 
experienced slight revenue gains. ... The 
most important factor appears to have been 
more adequate collection of current prop- 
erty tax levies and increased collection of 
delinquent taxes.” 


CHANGES IN TAx ADMINISTRATION 


Prior to World War I, the administra- 
tion of state taxes in the South was even 
more decentralized than in the North. Dif- 
ferent state taxes were administered by vari- 
ous agencies, in many cases by others than 
those charged with property tax equaliza- 
tion and assessment functions. “In many 
states assignment of revenue tasks was 
based more heavily on patronage and re- 
lated considerations than on any idea of 
functional unity.” 


The movement to consolidate tax admin- 
istration under one department began to 
take form about the time of World War I. 
The general tendency was for the property 
tax assessment agency to form the core of 
the consolidated revenue administration de- 
partment, but in many states, the task of 
handling taxes levied directly for the state 
soon overshadowed that of assisting with 
property tax assessments. By 1930 several 
of the southern states had begun the con- 
solidating process and by 1940 consolidation 
and administrative integration within the 
tax department were much further along— 
but far from complete in a number of the 
states. 

Most southern states, however, did little 
to supervise local tax administration, and 
“the most far reaching development during 
and following World War I was the per- 
sistent increase in the impact of discrimina- 
tory assessments and incomplete collections.” 
“Cumulative assessment demoralization” 
was aggravated by increasing levies, and the 
resulting inequalities reached a peak during 
the depression of the 1930s. 

The intolerable conditions led to tax ad- 
ministrative reform in numerous local dis- 
tricts, especially in urban areas. They led 
also to the extension of state assistance, and 
especially to central tax administration or 
state supervision of administration by a 
state tax commission. 
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“The most obvious war development in 
the field of tax administration is reduction 
in experienced personnel due to claims of 
the armed services and to the temptations 
provided by war industry.” Since the war 
began, “the assessment slump has expressed 
itself not only in lowered ratios of assessed 
to full value of property but also in the in- 
crease in inequalities between different par- 
cels of property and different classes of 
properties.” One of the few exceptions to 
the general wartime decline in tax adminis- 
tration is North Carolina’s placing in full 
operation the first permanent State depart- 
ment of tax research. 


As mentioned previously, Dr. Martin dis- 
cusses revenues at greater length than he 
treats most other phases of southern state 
and local finance, except General Fiscal 
Administration. Space limitations prevent 
presentation of other chapters as fully as 
Chapter I, but the reader can get an idea 
of the character of his treatment throughout 
from the somewhat detailed summary of 
the one on revenues. Therefore, relatively 
fewer highlights from the other four chap- 
ters are given below. 


STATE AND LocAL EXPENDITURES 


Average total cost payments of all states 
increased during the 9-year period, 1932 to 
1941, by more than 115 per cent, but Jocal 
government cost payments advanced by 
only 7.5 per cent. There was a phenomenal 
upswing in both state and local payments 
for welfare and social insurance. The rise 
in school expenditures also was impressive. 
State costs for transportation and highways 
rose but local expenditures for such pur- 
poses declined. Interest payments declined 
because of lower interest rates and reduced 
debt. 


“The tendencies in the South were not 
substantially different from those reflected 
in the national trends, except that the 
amount of money per capita was lower in 
most southern states than in the rest of the 
country. [But] it is significant that 
the South, during both prewar and war pe- 
riods, has devoted very much less than an 
average proportion of its current expendi- 
tures to welfare and a definitely greater 
than average proportion to highways and 
education.” The war brought substantial in- 
creases in southern state expenditures for 
welfare and safety but a sharp decline in 
highway aids. 


Southern city expenditures during the war 
behaved very erratically; reduction in capi- 
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tal outlays was distinctly less in southern 
cities of 100,000 to 500,000 population than 
in cities of similar size throughout the coun- 
try. Operating expenditures and aggregate 
expenditures of the larger southern cities 
also showed different trends from those of 
cities in other sections. Nearby army camps 
and booms in certain cities were probably 
responsible for some of the divergences. 


INTERGOVERN MENTAL FiscAL RELATIONS 


In the early 1920’s and until the depres- 
sion period of the 1930’s, the southern states 
received on the average more federal aid 
per capita than did the average of all states. 
In recent years the general situation has 
been reversed. 


The total of grants-in-aids by all states 
tripled between 1925 and 1941. Inadequate 
data indicate that, in general, the rate of 
increase in the South has not differed radi- 
cally from the average for all states, but 
local revenues from state grants are rela- 
tively more important to the under-sup- 
ported local units in the South than to local 
units throughout the country. Several south- 
ern states have undertaken the responsibil- 
ity of paying either interest or principal of 
local debts. : 


Few major changes occurred in intergov- 
ernmental financial relationships of southern 
states during the war. 


Pustic DEBT 


Debt trends in southern states and locali- 
ties resemble those in other parts of the 
country. Prior to 1932, local debt volume 
over-shadowed state debt, but state debt in- 
creased and local debt 
1932 and 1940. Southern state net long term 
debt declined, 1941-1944, by 19 per cent; for 
all states, by 21.1 per cent. 


The relatively low per capita debt of 
southern states and local units may be 
somewhat misleading if relative income and 
other pertinent factors are disregarded. 


During the war period, municipal long 
term net debt declined considerably for 
United States cities with populations in ex- 
cess of 100,000, but for southern cities the 
decline was nominal if not reversed by de- 
velopments in the latter paft of the period. 


GENERAL FiscAL ADMINISTRATION 
IN THE SOUTH 


The southern states have not been leaders 


_in modern budgetary practices; in fact, no 


southern state made provision for an execu- 
tive type of budget before 1918. By 1941, 
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however, most of these states had author- 
ized a more or less modern plan. The struc- 
tures of most county governments are not 
consistent with modern budgetary concepts, 
though the county-manager and county- 
executive governments of Virginia are ex- 
ceptions. 


There have been many changes in budget- 
ary concepts and practices in the last few 
decades. Dr. Martin says that the “fourth 
stage” is currently emerging in the South, 
the stage where “the idea of positive con- 
trol largely replaces prohibitions’, where 
“the budget becomes an instrument of gen- 
eral governmental administration rather 


than merely a financial plan and its opera- 
° ” 
tion. 


Wartime developments in southern budg- 
etary practice have resulted for the most 
part from (a) dynamic personal leadership, 
(b) need for exceptional war-caused fiscal 
readjustments, and (c) decline in the num- 
ber and quality of staff workers. A few 
southern states, counties and cities made 
significant changes in budgetary practices 
during the war, though most of them made 
no major modifications. The wartime em- 
phasis on postwar problems has led to the 
development of longer range fiscal planning, 
especially for public improvements. 


“Perhaps publication of Fladger Tannery’s 
book on state accounting has been the most 
significant wartime development in this 
area.” Encumbrance accounting is being 
installed in some states and financial report- 
ing is being improved. 


The generally lax debt management poli- 
cies and practices of southern state and local 
governments which prevailed two or three 
decades ago have been superseded by 
sounder practices in most cases. 


“This is showing results mainly from the 
fact that since 1940 state and local govern- 
ments have continued the relatively sound 
policies forced upon them in the middle and 
late 1930’s, but partly also from the favor- 
able current budgetary situation that war 
economic activity has produced. ... The 
state governments which had disorderly 
warrant debts have all retired them, and 
most other states have adopted a defensible 
debt management plan. In Arkansas, the 
unfortunate results of previous vicious debt 
policy and administration have been placed 
in line for a reasonable cure by refinancing 
through the Reconstruction Finance Corpo- 
ration. In Tennessee the plan worked out 
in 1937 has been perfected in operation, so 
that the state is effectively controlling its 


Current Books of Interest 


debt; the accumulated interest saving dur- 
ing the past two administrations has been 
estimated at $4 million. As far as can be 
ascertained, all other southern state govern- 
ments now have debt administration in rea- 
sonably honest, and in the main relatively 
efficient hands.” 


“Several cities, counties, and other units 
of local government have made recent head- 
way in debt management through local 
initiative and through stimulation from mu- 
nicipal leagues, the International City Man- 
agers Association, and the Municipal Finance 
Officers Association. That process, how- 
ever, so far as experience in the South is 
indicative, does not bring about economical 
debt management on more than a ‘retail 
basis’, whereas state action sometimes in 
recent years has achieved ‘wholesale im- 
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provement -. 


Postaudit: Another improvement in finan- 
cial administration which has been slowly 
but increasingly put into effect in southern 
state and local governments is that of the 
auditing of records by independent auditors. 
Some of the progress made has been be- 
cause some good city managers and other 
administrators have insisted on annual au- 
dits. But greatest improvements in this 
direction in cases of most southern cities, 
counties and other local units have been be- 
cause of revised “state policies and espe- 
cially as a consequence of state provision, 
or state supervision, of such investigations.” 
Virginia has been a leader in effecting out- 
standing local fiscal improvement through 
state investigations. Numerous southern 
states have followed her example. 


The most fundamental wartime develop- 
ment in this field was the 1943 Texas legis- 
lation providing for appointment of the state 
auditor by a joint legislative committee, sub- 
ject to the Senate’s approval. Previously 
Texas state auditors had been certified pub- 
lic accountants, but they had been appointed 
by Governors and consequently lacked inde- 
pendence. 


CONCLUSION 

Dr. Martin’s study gives an illuminating 
picture of southern state and local finance. 
The text is mostly interpretive and bur- 
dened with a minimum of statistical data. 
Most of the latter type of data are put in 
the appendix in the form of summary tables 
showing trends over a period of years. The 
appendix contains also an explanation of 
the sources and their limitations. 


The accompanying press release states 
that this study is primarily for the discern- 
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ing citizen, the lay reader. Such a reader 
will probably be pleased at the gradual prog- 
ress that has been made in the southern 
states and will hope and expect much more will 
be made in the next few decades. Inasmuch 
as most of the basic problems are not new, 
however, he may wonder why most of what 
has been accomplished in the past quarter 
century had not been accomplished long ago. 


If he is a careful reader and very dis- 
cerning, he will probably be surprised to 
learn that so much of the data for local 
units is lacking or non-usable (because 
incomparable), and he will probably be 
amazed at the former inefficiency and even 
downright dishonesty of the financial ad- 
ministration of some parts of various gov- 
ernments. He may wonder if the recent 
improvements have really eliminated most 
of these malpractices in the South and, if he 
lives in another section of the United States, 
he may wonder how much better finances 
and their administration are in 
state than in the southern states. 


his home 


If these reflections arouse him and enough 
of his neighbors, including their elected offi- 
cials, to take sufficient interest they may 
secure comparable or even greater improve- 
ments in their own state. Despite all the 
complaints about taxes and inefficiency of 
government and government officials, it is 
still true that most communities get about 
the kind of taxes and the kind of govern- 
ment that the majority of their citizens de- 
serve. They elect their officials, and get the 
kind of government they demand, or they 
suffer because of their lack of interest and 
participation. It is still true that eternal 
vigilance is the price of good government— 
as well as of liberty. 

There are few persons in the South, or 
in the United States, who have been more 
vigilant or who have done more to improve 
state and local taxation in this country and, 
particularly, in his own state and region 
than James W. Martin, the author of this 
study. 


Roy G. Blakey 


Collected Tales of Enterprise 


Effect of Federal Taxes on Growing Enter- 
prises by J. Keith Butters and John Lintner. 
Harvard Business School, Division of Re- 
search. 225 $3.00. 


225 pages. Price: 
business has 


Traditionally, big 
from little business. A man gets a money- 
making idea—a lithographic plate, for ex- 
ample, made with paper which can easily be 
used for office duplication work; he and two 
other men develop a crude plate; they per- 
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suade a large manufacturer to finance their 
work; after several years they organize the 
Lithomat Corporation, a little business on 
its way to becoming a big business. (See 
“A Tale of Enterprise” in the book section 
of the August, 1945 TAxes for more about 
Lithomat.) In recent times, however, po- 
tentially profit-making ideas are being nur- 
tured more and more often in great 
corporate research laboratories under the deft 
fingers of highly specialized scientists. Old- 
fashioned tales of enterprise are becoming 
increasingly rare. Yet most people view the 
continued birth and growth of small, inde- 
pendent business as essential to our com- 
petitive system—even to our _ political 
stability and personal freedom. 





The reasons for the decline in small, in- 
dependent enterprises are many: the disap- 
pearance of the geographic frontier, the 
large amount of capital needed to start a 
new business, the restrictive policies of 
many large, well-established corporations— 
and high taxes. To show the effects of fed- 
eral taxation on growing enterprises was the 
aim of a pioneer research project by Har- 
vard’s Dr. J. Keith Butters, Assistant Pro- 
fessor of Financial Research, and John 
Lintner, of the Society of Fellows. They 
have already presented in earlier studies the 
experiences of three companies, the Lock- 
heed Aircraft Corporation, the Polaroid 
Corporation, and the Lithomat Corporation. 
In this final report the three tales of enter- 
prise already told are integrated with the 
experiences of additional companies, and 
general conclusions are presented. 

The authors discovered that in the early 
developmental stage of a new enterprise, 
taxes are usually not very important, but 
they become progressively important as the 
business develops beyond the “idea” stage 
to the point at which production seems 
feasible. From this time on, high corporate 
taxes are typically more repressive than high 
personal taxes: high corporate taxes dis- 
courage expansion because of the risks in- 
volved, curtail the amount of capital 
available from retained earnings to finance 
expansion, and make the acquisition of out- 
side capital more difficult. High taxes are 
much less repressive on large, established 
corporations. 

It is possible, the authors point out, to 
reduce the tax burden on most small, grow- 
ing companies without greatly decreasing 
federal revenues, but, unlike many a tax 
book in recent years, this book is not in- 
tended to set forth a tax program. It should, 
however, be required reading for the tax 
program-maker. 
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The Shoptalkers: ‘We were about half 
way through discussing the Northwest Air- 
ies case,” began Oldtimer, “and, along with 
it, the whole approach to taxation of air- 
a mean problem.” 





mes 


“How was the dissent in the Northwest 


ase?” asked Philo. 


“T was just going to comment on that,” 
said the Kid. “In my estimation, the dis- 
senting opinion of Mr. Chief Justice Stone 
inakes good and rational reading. It holds 
the Minnesota levy unconstitutional because 
in conflict with the commerce clause, and I 
can’t help agreeing with that.” 


“Just what is the gist of the dissent?” de- 
manded Philo. 


“That the Minnesota tax on Northwest’s 
plane fleet would have been fair enough if 
applied in same manner seaborne vessels 
are taxed,” explained the Kid, ‘or as rail- 
roads have been taxed up to this point, 
namely, using a fair apportionment or allow- 
ing for taxes paid in other jurisdictions.” 

“Meaning the dissent objects to the 
multiple-state taxation for which the door 
is left open by the 
ventured Oldtimer. 


prevailing opinion,” 

“Exactly,” confirmed the Kid. “As matters 
stand, Minnesota was left free to tax certain 
property for an entire tax year at full value, 
despite the fact that other states could also 
tax the same property and in fact did so. 
That’s taxation at 100% plus, and the “plus” 
can, of course, be taken to mean anything— 
double, triple, quadruple or higher taxation.” 

“Tt seems a bit unrealistic to argue that 
such a set-up does not hold the threat of 
being a burden on 
commented Philo. “If carried to an entirely 
possible conclusion, it could obviously result 


Talking Shop 


interstate commerce,” 


By Bert V. Tornborgh, CPA 


in such pyramided taxation as would be pro- 
hibitive of interstate commerce.” 

“An interesting comment is made in the 
dissenting opinion,” observed the Kid, “‘in 
that Mr. Chief Justice Stone holds ‘that the 
constitutional basis for the state taxation of 
the airplanes, which are chattels, is their 
physical presence within the taxing state, 
and not the domicile of the owner.’ Not the 
domicile of the owner. That rule was laid 
down by the Supreme Court itself in such 
cases as Union Transit Co. v. Kentucky, 
Johnson Oil Co. v. Oklahoma, and various 
other cases.” 


“Well, certainly the taxing of chattels, 
whose situs is fixable and determinable and 
purely a question of fact, calls for a different 
approach than taxing intangibles,” ventured 
Oldtimer, “and I think the Supreme Court 
has adequately recognized that, time and 
again.” 


“Does all this mean that the dissent is 
against state taxation of interstate 
merce instrumentalities?” posed Philo. 


“Not at all,” retorted the Kid. “Of course, 
in the past, decisions have been more con- 
cerned with ‘eastbound carriers, and air car- 
riers do present some unique features so 
that in a sense some of the precedents are 
not really precedents at all. But to answer 
your question: the Court has repeatedly held 
that interstate carriers may acquire a tax 
situs in every state through which 


” 
pass 


comi- 


they 


“That seems to put us right back where 
we started,” thought Philo. 

“Not at all,” answered the Kid, “because 
the real test is, of course, whether or not 
the aggregate state tax constitutes an undue 
or inequitable burden on interstate com- 
merce. If that were the case, the commerce 
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clause would, of 
would prevail.” 


course, be asserted and 


“T like your comment that air carriers are 
different from the type of carriers involved 
in nearly all of the precedents,” said Old- 
timer, “and only if we are to make the air 
analogous to terra firma do we talk com- 
parable facts and have valid precedents. 
And to say that air travel is so similar to 
ground conveyance as to have a like founda- 
tion for taxing theories is to blink the 
obvious. There is no similarily! Ergo, the 
plane that sometimes passes over entire tax- 
ing sovereignties in a matter of minutes 
should not be taxed according to horse and 
buggy concepts...” 


“You'd propose drafting airline taxation 
policies from scratch, disregarding so-called 
precedents,” suggested Philo. 


“Right,” confirmed Oldtimer. “I think the 
taxing theories that were evolved for, say, 
freight trains lumbering across occasional 
state lines cannot be applied to aircraft that 
can span a dozen taxing jurisdictions in a 
matter of hours...” 


“Aren’t you mixing travel speed with tax- 
ing concepts?” queried the Kid. 


“Maybe so,” admitted Oldtimer, “but 
somehow or other when you get to the ques- 
tion of taxing transport and travel devices 
that cover several hundred miles an hour, 
you shouldn’t test out a taxing concept de- 
signed in prairie schooner days. Speed dif- 
ferences or no speed differences, the design 
just doesn’t fit.” 


“One question bothers me,” confessed 
Philo. “In order for a state to assert a tax, 
as matters stand now, must a plane land on 
ground in that state, and is it the fact that 
it lands that makes it taxable, or can a state 
assert a tax because a plane flies over a state, 
‘using’, as it were, air ‘belonging’ to that 
state?” 


” 


“That’s a good one,” exclaimed the Kid. 
“If a state can tax because a plane merely 
flies over it, some of these new jet-planes 
can certainly run up a tax bill in no time at 


all. A plane operating in the small state 
area of the Northeast would also be at a 
disadvantage with one flying over the big 
open spaces of the West, Texas and the 
MKC wn6 


“Tt is well established that a private land- 
owner has control over the air above his 
land,” Philo put in. “Does that mean a state 
can claim the air above it to be state prop- 
erty, putting a tax on flying through it?” 


“You got me,” replied the Kid. “I don’t 
know what the answer is on that one. - The 
dissenting opinion in the Northwest case 
says, ‘we need to consider here whether the 
jurisdiction of a state over air above it—as 
distinguished from the control of a private 
landowner over air above his land—affords 
a basis for taxation of planes which regu- 
larly fly over the state but do not regularly 
land within its borders.’ So, there you are. 
No answer.” 


“Answered or not at this time,” replied 
Oldtimer, “it is clear that the jurisdiction- 
over-air question must be resolved one way 
or the other in connection with taxation of 
airplanes. And it would be naive and weird 
to concede air jurisdiction to, for instance, 
Luxemburg and Andorra and Monaco and 
San Marino and Rhode Island—with all 
due respect to the latter. The time seems to 
be here to not only ‘federalize’ the air, but 
to think about internationalizing it...” 


“Yes, you might see interstate trucks 
with twenty or more license plates on them,” 
observed the Kid, “but it would be an awk- 
ward situation if we tried to apply that sort 
of stuff to interstate plane traffic.” 


“Well, we are no nearer a solution than 
when we started,” finished Oldtimer, “but 
the subject is fascinating. Perhaps the best 
we can do, for anyone intrigued by it, is to 
suggest some browsing in the Northwest 
case. And if he then, in his search for a 
plausible answer as to how to tax airlines, 
finds himself galloping off in all directions 
at the same time—well, that’s somewhat in 
the nature of the problem. It sure leaves 
you up in the air!” 


———— i 


Seven to One 


“It took seven War Loan Drives to win the war—this one Victory Loan 
Campaign must win the peace.” 


—War Finance Director Gamble 
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WASHINGTON 
TAX } TALK 





Congress: At 7 P. M. Washington time, 
August 14, President Truman announced the 
acceptance by the Japs of our surrender 
terms and two days later the announcement 
of the end of rationing of gasoline and canned 
goods pleased a still jittery public. After 
satisfying himself at the stores and the filling 
stations that all was not a dream, the busi- 
nessman got down to the serious business of 
thinking about his peacetime products, and 
he came to the conclusion that it was high 
time that wartime taxes be eliminated. Hav- 
ing learned something of the principles of 
radar, the businessman began sending out 
impulses to Congress for remedial legisla- 
tion, and just within the last two weeks the 
impulses have started coming back from 
Washington. Tax reduction for 1946 is 
definitely in prospect. The point at issue 
now is what kind and how much. 


The House Ways and Means Committee 
has in mind reducing the excess profits tax 
rates to 60% for the year 1946 and then get- 
ting rid of the tax altogether the next year. 
The corporate surtax rates are to be re- 
duced four percentage points, and the excise 
war rates are to be restored to the 1942 ex- 
cise tax level. As for individuals, this com- 
mittee offers increased exemptions under the 
surtax.and a reduction of these rates four 
percentage points. This bill (H. R. 4309) 
‘is designed to aid both the individual and 
business in the difficult period of transition 
from war to peace [and] to provide incen- 
tives for business to expand and to increase 
consumer purchasing power”. 


This seems to be the theme of everybody’s 
tax proposal even though the proposals dis- 
agree with the method of the Ways and 
Means Committee. The Chamber of Com- 


Washington Tax Talk 





merce of the United States and the National 
Association of Manufacturers are quoted as 
proposing a 20% tax cut in individual taxes 
and the repeal of the excess profits tax at 
the end of this year “to stimulate reconver- 
sion and bring about a vigorous peacetime 


economy.” The C.I.O. says that the House 
bill offers all too little to the individuals 
and that the 3% normal tax should be re- 
pealed and the personal exemption increased 
to $1000 for a single person, $2000 for a 
couple and $500 for each dependent, thus 
giving a family with two children a personal 
exemption of $3000, “as a stimulant to re- 
conversion.” Six of America’s leading 
economists participating in the Twentieth 
Century Fund’s symposium on “Financing 
American Prosperity” are unanimous “as to 
the desirability of rescuing the profits in- 
centive from being driven out by taxation. 

. our present tax system offers obstacles 
to ready investment and new enterprises. 
Very heavy taxes on the high brackets not 
only cut into savings, but also reduce the 
incentive to venturing capital in business 
undertakings.” 


Mr. Secretary: Mr. Vinson, who has but 
lately become the Secretary of the Treasury, 
is also opposed to the House bill. Appear- 
ing before the Senate Finance Committee 
he stated: 


“The burdens of war do not end when 
the last shot is fired. Liquidating our great 
war machine will be costly and time-con- 
suming. For example, it will take many 
months and $4,000,000,000 to $5,000,000,000 
to settle terminated war contracts. It will 
take about $270 per discharged man to 
muster out our soldiers, sailors, and marines. 
Even after completing demobilization, we 
are committed to reestablish veterans in 
peacetime jobs and to provide care for sick 
and disabled veterans. The Federal debt, which 
on October 10, 1945, was $262,300,000,000, 
must also be serviced at a cost of more than 
$5,000,000,000 a year for interest alone. 


Moreover, occupation of enemy countries 





Correction 


Last month in this column, when dis- 
cussing the authors of the new book A 
Tax Program for a Solvent America, 
we inadvertently omitted the name of 
Thomas N. Tarleau. The book was pre- 
pared by The Committee on Postwar 
Tax Policy, composed of Fred R. Fair- 
child; Rowland R. Hughes; Victor H. 
Stempf; Thomas N. Tarleau; Roswell 
Magill, Chairman; and Harley L. Lutz, 
Director of Research. 
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and the support of a military establishment 
large enough to maintain the peace will in- 
volve huge expenditures. Clearly, war and 
its aftermath will keep Federal expenditures 
high for many months to come. 


“During the fiscal year 1946, total 
Government expenditures will run about 
$66,500,000,000 of which $50,500,000,000 rep- 
resents the cost of war activities. Without 
any change in the tax law, we would expect 
to take in about $36,000,000,000, leaving a 
deficit of $30,500,000,000. The gap between 
intake afid outgo will narrow as war ex- 
penditures taper off, so that the deficit will 
be substantially smaller for the calendar 
year 1946. But this basic fact of our national 
financial life looms up: In granting reduc- 
tions the Congress is not distributing a sur- 
plus. We still have to deal with a large 
deficit. 


“Moreover, any action to reduce taxes 
must take account of the cross-currents of 
inflation and deflation to which our economy 
will be subject during the reconversion 
period. While resisting the deflationary 
tendencies which accompany the transition 
from war to peace, we cannot afford to 
abandon our safeguards against inflation. 
We have held this enemy at bay throughout 
the war, and it would be folly to drop our 
guard before the final round is won. 


“It is this combination of budgetary and 
economic circumstances which leads me to 
conclude that we cannot afford more than 
$5,000,000,000 of tax reduction for 1946. 
The House bill grants reductions that are 
reasonably close to that amount for the 
calendar year 1946. But without further 
Congressional action, the provisions of the 
House bill would operate to grant reduc- 
tions of more than $7,000,000,000 for the 
calendar year 1947. It would write into law 
about $2,000,000,000 of tax reduction over 
and above the $5,000,000,000 reduction ap- 
plicable in 1946. I believe that we should 
not today prejudge to this extent the tax 
needs of 1947. 


“My second point of principle is that the 
fundamental justification for tax reduction 
at this time, when the Federal Government 
still is running a large deficit, is the promo- 
tion of a vital, invigorated peacetime economy. 
Tax changes, therefore, should be given only 
in those forms and at those points where 
it will achieve the greatest positive economic 
good. Any tax changes should, of course, 
be fair in themselves and should, insofar as 
possible, remedy present inequities. More- 
over, they should promote simplicity to the 
taxpayer and ease of administration. But 
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the basic objective of tax adjustments at 
this time is to put us on the high road of 
peacetime full employment and maximum 
production. With full employment and a 
high national product and income, our tax 
and financial problems will be simplified; 
without them, they will be magnified. And 
from the taxpayer’s angle, a large tax is 
easier to pay with a high income than is a 
small tax with a low income. 


“In the light of these considerations, the 
program of tax reduction which I suggested 
to the House Ways and Means Committee 
included the following elements: 


1. Repeal the excess profits tax effective 
January 1, 1946. 


2. Repeal the normal individual income 


tax effective January 1, 1946. 
3. Reduce the excise taxes to their 1942 
rates effective July 1, 1946. 


“The estimated net reduction in tax liabili- 
ties for 1946 for these three changes would 
be as follows: 


1. Repeal of the excess 
profits tax 


Repeal of the normal in- 
dividual income tax. . $2,085,000,000 


Reduction of excise tax 
rates (one-half year). $ 535,000,000 


Total $5,175,000,000” 


$2,555,000,000 


You and I: Private enterprise, upon being 
queried by Senator Butler of Nebraska, 
stated emphatic preference for the outright 
repeal of the excess profits tax at the end 


of this year. The Wall Street Journal reports 
the results of a poll taken by the Senator 
in which 75% of the replies indicated a 
preference for outright repeal, but when it 
came to the question of greater tax reduc- 
tion in the corporate or personal tax field, 
the replies were 45% in favor of the cor- 
poration and 13% in favor of the personal 
field, 24% of the replies favored equal con- 
sideration for both fields. 


With the many columns of publicity that 
are currently being given over to the first § 
tax reduction bill in a great many years, 
many will form erroneous opinions of the § 
amount of tax reduction actually in the § 
making. Many workers will look at their | 
first paycheck in January 1946 with disap- 
pointment, having envisioned from all the 
publicity a small figure in the column on the § 
check voucher headed “Withholding Tax.” § 
While $5 billion dollars is a lot of money, § 
just how small this is in terms of tax re- | 


[Continued on page 1044] | 
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duction for the small taxpayer is shown 
clearly from the following table illustrating 
the percentage of tax reduction offered by 
H. R. 4309. 
Tax de- Tax de- 
crease as a crease as a 


percentage of percentage 
net income of present 


Net 
income before 


personal exemption after tax tax liability 

$ 1,500 . .. 20% 100.0% 
2,000 .. aa 100.0 
3,000 31 30.9 
4,000 3.6 24.8 
5,000 3.9 21.9 
6,000 4.1 20.4 
8,000 4.4 18.0 
10,000 . 4.7 16.3 
15,000 5:3 12.3 
25,000 6.7 10.6 
50,000 . mS. 10.2 
100,000 .. . 2a 10.1 
250,000 .. . 49.7 10.0 
500,000 ...... 78.3 10.1 
750,000 . 90.0 10.0 
1,000,000 .. 90.0 10.0 


Those who have read of the proposed post- 
war budget suggested by the many organiza- 
tions interested in such matters, ranging 
from $14.9 billion to $25 billion, will find it 
hard to understand the Secretary’s request 
for $66 billion. These people should con- 
sider the difference between the government’s 
need in the immediate postwar period and 
the later postwar period. 


Whether the Senate Finance Committee 
follows the committee of the House, or the 
recommendations of the Secretary of the 
Treasury, or some other measure of their 
own is not the important point of the story. 
The point is that it is the beginning of tax 
reduction, small at first, but there is more 
coming. 


Our Neighbor: Canada, never a slow na- 
tion and industrially a very enterprising one, 
has been quick to grant tax reductions—6 
per cent from October 1 for individuals and 
a 40 per cent reduction in the excess 


profits tax—from 100 to 60 per cent. In 
making these concessions, Mr. Ilsey, Finance 
Minister, pointed out that the major con- 
cern was not the financial results of the 
current fiscal year, but “the speeding up of 
the transition to peacetime conditions and 
the expansion of enterprise and employment.” 


Australia: In the swing of tax reduction, 
the cabinet in Australia has approved in 
principle a 124% per cent cut in personal in- 
come taxes and a lowering of sales taxes 
over a wide range of commodities. 


The Commissioner: 
missioner 
follows: 


Recently the Com- 
wrote to every field office as 


“If a discharged veteran is unable to pay 
income taxes within the period of defer- 
ment provided by Section 513 of the Soldiers 
and Sailors Civil Relief Act (six months 
after discharge), or is unable to pay promptly 
any other Federal tax liability incurred 
prior to or during his term of service, Col- 
lectors should deal with the matter of col- 
lection in a cooperative and sympathetic 
manner. Partial payments, geared to the 
financial resources of the service man or 
woman may be accepted in such cases.” 


Many, if not most, of the men and women 
of the armed forces owe no past taxes. 
Usually, where a veteran has some unpaid 
taxes, they were incurred before entrance 
into the armed forces or they resulted from 
civilian income received in addition to service 
pay. Tax was incurred on service pay only 
when it exceeded $2,000 per year ($500 per- 
sonal exemption plus special $1,500 exclusion 
of service pay). 


Distribution of Income Payments: The 
chart on the preceding page shows the esti- 
mated distribution of income tax payments 
by the applicable tax rates under present 
law. This chart is one of the exhibits sub- 
mitted by Secretary Vinson to the Senate 
Finance Committee when he appeared be- 
fore that body in behalf of the Treasury’s 
recommendation for tax reduction. 








U.S. AND ENGLAND ELIMINATE INTERNATIONAL DOUBLE | 


TAXATION —Continued from page 1025 





effect, exemptions, and, in so far as they 
cover bank deposits and life insurance pro- 
ceeds, correspond to such exemptions in the 
United States Internal Revenue Code. The 
treaty exemption includes bonds which, un- 
der our law, have been regarded as situated 


1044 





where the certificates are located, but the 
new rule is justified on the grounds that 
bond certificates are usually found at the 
domicile of the decedent and, therefore, the 
convention rule will have but slight effect 
on the tax (1bid.). 
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In fixing its rate upon the estate of a non- 
domiciled decedent, a contracting state is to 
take into account only property situated in 
its territory and thus not tax such property 
in the highest tax bracket, which would 
result if it included, in determining its tax, 
property situated outside such country (Art. 
rv 


Credit Allowable for Tax at Situs 


Two rules are provided for the credit 
allowed against its estate tax or duty, ac- 
cording to the case, for the estate duty or 
tax imposed by the other country. The first 
rule applies where the decedent was domi- 
ciled in only one country, or with a citizen 
of the United States. Under this rule, the 
United States would allow against its estate 
tax, in the case of a domiciled or citizen 
decedent, a credit for United Kingdom estate 
luty imposed on th~ decedent’s property sit- 
uated in the United Kingdom. The credit 
cannot exceed the portion of the tax imposed 
by the crediting country which is attributa- 
ble to the property subjected to tax by the 
country in which the property is situated. 
Great Britain allows a similar credit against 
its estate duty if a part of the estate of a 
decedent domiciled in its territory bears 
estate tax in the United States. 


If the decedent is held to have been domi- 
ciled in both countries, under the second 
rule, in addition to the credit just described, 
which is allowed with respect to property 
situated in the contracting countries, there 
will be allowed by each country, with respect 
to any property (a) deemed situated in both 
countries, of (b) deemed situated in neither 
of the contracting countries, a credit against 
its tax of that portion of the smaller of the 
two taxes (before the credit) attributable to 
such property which such tax of the credit- 
ing country bears to the sum of such taxes 
of both countries. 


The credit provided in the convention is 
to be computed after allowance for any other 





e Mr. Carroll, counsellor at law, New York City, was asked by the 
National Foreign Trade Council, Inc., to appear in support of this 
convention as well as the convention with the same country con- 
cerning income, before a special subcommittee of the Senate Com- 
mittee on Foreign Relations on May 23, 1945. That committee 
reported the convention favorably to the Senate on July 3, 1945. 


International Double Taxation 


credits against the tax, such as the credit 
authorized by section 813 (b), I. R. C., for 
estate, inheritance, legacy, or succession tax 
paid to any State or Territory of the United 
States, or to the District of Columbia, or 
to any possession of the United States, or 
the credit for gift tax authorized by sections 
813 (a) and 936 (b), I. R. C. 


Any claim for a credit or refund resulting 
from the convention must be filed within six 
years from the date of the decedent’s death, 
and no interest will be allowed with respect 
to any overpayment. In the case of a re- 
versionary interest, where payment of tax is 
deferred until on or after the date on which 
the interest falls into possession, the claim 
for a credit or refund must be made within 
six years from that date (Art. VI). 


Provision is made for the exchange of 
such information available under the re- 
spective tax laws of the contracting parties, 
as is necessary for carrying out the conven- 
tion, or for preventing fraud or for admin- 
istering statutory provisions against legal 
avoidance of taxes. Such information must 
be held secret by the authorities, and no 
information can be exchanged which would 


disclose any trade secret or trade process 
(Art. VII). 


Effective Date and Duration 


The convention, in force as of the date 
of exchange of ratifications, is effective only 
as to (a) estates of persons dying on or after 
such date; and (b) the estate of any person 
dying before such date and after December 
31, 1944, whose personal representative 
elects, in such manner as may be prescribed, 
that the provisions of the present convention 
shall be applied to such estate (Art. X). 


The minimum period for the duration of 
the convention is three years, and the con- 
vention shall continue in effect thereafter un- 
til the expiration of six months from the 
date of notice of termination given by either 
of the contracting countries. [The End] 











STATE TAX 


ALABAMA 


December 1 
Automobile dealers’ reports due. 


December 10—— 
Automobile dealers’ reports due. 


Oil and gas conservation tax report and 
payment due. 





Report and payment of service licensees 
of alcoholic beverages due. 


Reports of manufacturers and distributors 
of alcoholic beverages due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers and jobbers report 
due. 


December 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 
Income tax installments due. 


Motor carriers’ mileage report and tax 
due. 
December 20 
Automobile dealers’ reports due. 





Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax reports and payments due. 


ARIZONA 
December 5—— 
Alcoholic beverages licensee’s report due. 





Second Monday: 
Tax due on unsecured personal property 
within $200 value. 
December 10—— 
Wholesalers of mait, vinous and spiritu- 
ous liquors reports and payment due. 
December 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 
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CALENDAR 


December 26—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 











December 31—— 
Express companies gross receipts due. 
Meat retailer’s license fees due. 
Slaughter business license fees due. 







Used vehicle dealer’s license fees due. 






ARKANSAS 





December 10 


Alcoholic beverages consumers’ sales taxes 
due. 


Cigarette reports due. 
Motor fuel carriers’ report due. 


Natural resources severance tax report 
and payment due. 


Statement of purchases of natural re- 
sources, 









December 15—— 
Alcoholic beverage reports due. 
Oil and gas reports and payments due. 


December 20—— 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


December 26—— 





Motor fuel tax report and payment due. 


CALIFORNIA 





December 1 


Common carrier distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. q 
December 15—— 
Beer and wine report and tax due. 


Distilled spirits report and tax due. 


Third installment of personal income tax 
due. 


Use fuel tax report and tax due. 


December 20—— 
Motor carriers’ gross receipts tax due. 
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COLORADO 


December 5—— 
Alcoholic beverage manufacturers’ 
ports due. 
Motor carriers’ tax due. 


re- 


December 10—— 
Motor carriers’ report due. 


December 15—— 
Coal mine owners’ inspection tax due. 


Fourth installment payment of income tax 
due. 


Sales tax reports and payments due. 
Use tax reports and payments due. 


December 26—— 
Coal royalty tax due. 


Gasoline (including diesel fuel) tax re- 
ports and payment due. 


December 31 

Chauffeurs’ licenses expire on this date. 

If land is conveyed between this date and 
July 1 following, the grantee shall pay 
the taxes for the year conveyance is 
made. 





CONNECTICUT 





December 1 
Gasoline tax due. 


December 15—— 
Gasoline tax report due. 


Gasoline use tax reports and payment due. 


State Tax Calendar 


December 20-—— 


December 31 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 


December 15—— 


Filling stations’ gasoline tax report. 
Manufacturers and importers of alcoholic 
beverages report due. 





Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 


December 10—— 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


December 15—— 
Tax on beer due. 


December 26—— 
Gasoline tax report and payment due. 


FLORIDA 
December 10—— 


Agents’ and wholesalers’ cigarette tax re- 
ports due. 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


December 15—— 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


December 26—— 
Oil and gas severance reports and taxes 
due. 


GEORGIA 


December 10 
Cigar and cigarette reports due. 


Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


















December 15—— 
Malt beverage tax report due. 


December 20—— 
Gasoline tax report and payment due. 


IDAHO 
December 10—— 
3eer excise tax report due. 
Dairy products substitutes dealers’ reports 
due. 
December 15—— 
Cigarette wholesalers’ drop shipment re- 


ports due. 

Electric power companies’ report and tax 
due. 

Gasoline dealers’ tax report and payment 
due. 


ILLINOIS 
December 10—— 
Motor carriers’ mileage tax due. 


December 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 


December 20—— 


Gasoline tax report and payment due. 


December 31 
Transporters’ gasoline tax report due. 





INDIANA 


December 1 





Alcoholic vinous beverage tax due. 
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December 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payment due. 


December 20—— 
Bank share tax report and payment due. 


Building and loan association’s intangibles 
tax report and payments due. 


December 26—— 


Gasoline tax report and payment due. 


December 31 
Private car companies tax due. 





IOWA 
December 10—— 


Carriers’ gasoline tax report and payment 
due. 

Cigarette vendors’ reports due. 

Class “A” permittees make beer tax re- 
port and payment. 


December 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


December 31 


Pipe line companies’ annual inspection fee 
due. 





KANSAS 
December 5—— 
Cigarette distributors’ reports due. 


December 10—— 
Alcoholic and malt beverage wholesalers’ 
and distributors’ reports due. 
Malt beverage dealers’ reports due. 
December 15—— 


Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
December 20-—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
December 26—— 
Gasoline tax report and payment due. 


KENTUCKY 
December 10—— 
Amusement and entertainment report and 
tax due. 
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Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


December 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 


December 20—— 
Oil production tax report and payment 
due. 


December 31 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 





LOUISIANA 
December 1 
Tobacco wholesalers’ reports due. 


December 10—— 


Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


December 15—— 
Alcoholic beverage carriers’ reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ report due. 
Lubricating oil carriers’ reports due. 
Tobacco report due. 


December 20—— 


Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 


December 31 
Bank shares taxes due. 
Property taxes due. 








MAINE 
December 10—— 


Manufacturers and wholesalers of 
beverages report due. 


December 15—— 
Use fuel tax report and payment due. 


malt 


December 31 
Gasoline tax report and payment due. 
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MARYLAND 


December 10—— 
Admissions tax payment due. 
December 15—— 
Fourth installment of income taxes due. 
December 30—— 
Purchasers of cargo lots of motor fuel 
report due. 
December 31 


Beer tax report and payment due. 
Gasoline tax report and payment due. 





MASSACHUSETTS 
December 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


December 15—— 
Cigarette distributor’s tax report and pay- 
ment due. 


December 31 
Motor fuel tax report and payment due. 





MICHIGAN 
December 5—— 
Carriers’ gasoline tax report and payment 
due. 
December 10—— 
Common and contract carrier report and 
fees due. 
December 15—— 
Sales tax reports and payment due. 
Use tax reports and payments due. 
December 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Last day to make gas and oil severance 
tax report and payment. 
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MINNESOTA 

December 10—— 

Wholesalers’, brewers’ and manufacturers’ 

alcoholic beverage reports due. 

December 15—— 

Income tax (quarterly installment) due. 

Interstate motor carriers’ mileage tax due. 
December 23—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Special use fuel tax report and payment 
due. , 
































December 31 
Cigarette licenses expire. 





MISSISSIPPI 





December 1 
Privilege taxes on public utilities due. 


December 5—— 
Factories’ reports due. 


December 10—— 
Admissions tax reports and payment due. 


December 15—— 


Alcoholic beverages reports due. 

Gasoline tax reports and payment due. 

Last installment of income tax due. 

Manufacturers, distributors and whole- 
salers of tobacco report due. 

Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due, 

Use tax reports and payment due. 


December 26—— 
Oil severance tax and report due. 






MISSOURI 
December 5—— 


Non-intoxicating beer permittees’ report 
due. 
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December 10—— 











Receivers of petroleum products repor Gas: 
due, 
Decer 
December 15—— Fue 
Alcoholic beverage report due. Gas 
Retail sales tax reports and payment due. 
December 26—— 
Use fuel tax report and payment due. ~~ 
December 31 Alc 
Second class city property tax due. t 
Un 
a 
MONTANA 
December 15—— Dece 
Brewers, wholesalers and transporters of Us 
beer report and payment due. D 
Carriers’ gasoline tax reports due. a 
Electric companies’ report and tax due. M 
Gasoline tax reports and payment due. 
December 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum reports due. § Dec 
F 
December 26—— 
Pipe line companies reports due. D 
ec 


December 31 








Petroleum products dealer’s license fees B 
due. | 
Utilities’ annual report due. j 
R 
NEBRASKA 
December 1 De 
City taxes in cities of Ist class due. 
December 5—— I 
Grain warehouse operators’ reports due 
December 10—— 
Employment agencies reports due. 
December 15—— Di 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
All monthly motor vehicle fuel tax re- 
ports and payments due. 
Gasoline sales and use tax reports and D 
payments due. 
Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 
L 


NEVADA 
December 3—— 
Property tax first installment due. 


rm 
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December 15—— 
Gasoline carriers’ tax report due. 


December 26—— 


Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 


December 10-—— 
Alcoholic beverages reports due; permit- 
tees’ payment due. 
Unlicensed fire insurance 
agents monthly reports due. 


companies’ 


December 15—— 
Use fuel tax report and payment due. 


December 31 
Motor fuel report and tax due. 


NEW JERSEY 


December 1 
Fourth installment of real and tangible 
personal property tax due. 
December 10—— 
Busses in municipalities gross receipts re- 
port and tax due. 


Jitneys in municipalities gross receipts re- 
port and tax due. 


Report and excise tax on interstate busses 
due. 
December 31 


Carriers’ gasoline tax report due. 


Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 


December 15—— 


Occupational gross income tax reports and 
payment due. 


Oil and gas conservation report due. 
Severance tax and report due. 


December 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
December 26—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


State Tax Calendar 


NEW YORK 


December 1—— 


Water, gas, electric or steam heating, 
light and power companies’ tax report 
and payment due during month. 


December 15—— 


Second half of corporation franchise 
(income) tax due. 


December 20—— 
Alcoholic beverage taxes and reports due. 


December 26—— 


Conduit companies’ taxes and reports due. 
New York City public utility excise re- 
turns and payments due. 


December 31 
Gasoline tax reports and payment due. 


NORTH CAROLINA 
December 10—— 

Carriers’ gasoline tax reports due. 

Ice cream manufacturers’ reports and ad- 
ditional tax due. 

Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine additional tax and reports 
due. 


December 15—— 


Income tax payments of those not on fis- 
cal basis due. 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


December 20—— 


Franchise bus carriers’ and franchise 
haulers’ reports and payments due. 


Gasoline and other motor fuels taxes and 
reports due. 
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NORTH DAKOTA 

December 1 

Cigarette distributors’ reports due. 

Oil inspection reports due. 

Tractor fuel oil report and fee due. 
December 10—— 

Grain warehouse reports delinquent. 

Oil inspection fees delinquent. 

Tractor fuel oil fees delinquent. 


December 15—— 












ment due. 
























Fourth installment of income tax due. 
Gasoline tax reports and payment due. 
Interstate motor carriers tax due. 


December 26—— 
Use fuel tax report and payment due. 


December 31 


Banks and trust companies income tax 
due. 

Beverage license fees due. 

Cream station and dairy reports due. 

Grain warehouse reports due. 





OHIO 
December 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage reports due. 

Fishing reports due. 

Small loan companies license fee due. 


December 15—— 


Last day without penalty for all utilities 
except motor transportation corpora- 
tions to pay excise tax. 

Use tax report on cigarettes due. 
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December 20—— 


December 30—— 


Alcoholic beverage tax reports and pay- 


November, 1945 @ TAX ES—The Tax Magazine 









Dealers’ gasoline tax reports due. 
First half installment of real property an¢ 
public utility real and tangible persona 
property taxes due. 





Carriers’ gasoline tax report due. 



















Imp 
December 31 
Admissions tax licenses expire. Mal! 
Gasoline tax due. 
Decen 
Em] 
OKLAHOMA so 
December 1 ta 
Excise tax on petroleum report and tax Mai 
due. pi 
Oil, gas and mineral gross production re- 
ports and payment due. Decer 
December 5—— = 
Operator’s report of mines other than coal . 
due. : 
December 10—— 
Airports’ gross receipts report and tax 
due. : Dece 
Alcoholic beverage reports and payment ' 
due. Al 
Cigarette tax reports due. ~— 
Coin operated music boxes reports and 3 
tax due. Mi 
{ 
December 15—— Tc 
Gasoline dealers’, retailers’ and carriers’ 
report due. Dec 
Inspection tax on petroleum products, re- re 
port and tax due. 
Sales tax reports and payment due. Dec 
Tobacco products reports due. S 
December 20—— 
Coal mine operator’s report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 
due. De 
Use tax reports and payment due. L 
December 31 De 
Fur dealers reports due. I 


OREGON 
December 10——— 
Oil production tax reports and payment 
due. 
December 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
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December 26—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 


December 10—— 


Importers of spirituous and vinous liquors 
report due. 


Malt beverage reports due. 


December 15—— 


Employer’s return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturer’s alcoholic beverage tax re- 
port and payment due. 


December 31 
Gasoline tax reports and payment due. 


Last installment of Philadelphia income 
tax due. 


RHODE ISLAND 


December 1 
Alcoholic beverage license fees due. 


December 10—— 


Manufacturers’ alcoholic beverage report 
due. 


Tobacco products tax reports due. 


December 15—— 
Gasoline distributor’s report due. 


December 20——— 
Small loans license fee due. 


SOUTH CAROLINA 


December 4—— 
Last day to file monthly fisheries’ report. 


December 5—— 


Last day to file sturgeon, caviar or shad 
dealers’ reports. 


Last day to mail oyster or clam shuckers’ 
reports. 


December 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers report due. 


Power tax and report of public utilities 
due. 


Soft drinks tax report and payment due. 
State Tax Calendar 


December 20—— 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 


December 31 
All property taxes due. 


Last day for holders of Class D, E, F 
motor carriers certificates to file license 
applications. 


SOUTH DAKOTA 


December 1—— 
Motor carriers of passengers tax due. 
Public grain warehouse reports due. 


December 10—— 


Employment agency reports due. 


Interstate motor carriers’ reports and 
taxes due. 


December 15—— 
Alcoholic beverage reports due. 


Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 


Use fuel tax report and payment due. 


December 20——. 
Passenger mileage tax due. 


TENNESSEE 
December 1—— 
Cotton seed oil mills’ report due. 


December 10—— 
Barrel tax on beer due. 
Carriers gasoline tax report due. 
Last day to make alcoholic beverages report. 
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December 15—— 


Carriers of use fuel report due. 
Users of fuel file report. 


December 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 


December 31 

Motor carriers license and inspection fees 
due. 

Liquor ‘wholesalers’, retailers’, manufac- 


turers’, distillers’ or rectifiers’ licenses 
expire. 





TEXAS 
December 15—— 


Tax remittance and report due from oleo- 
margarine dealers. 


December 20—— 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 


Oil and gas well services’ reports and 
gross receipts tax payments due. 

Users of liquefied gases and liquid fuel 
tax reports and payment due. 


December 26—— 
Carbon black production tax report and 
payment due. 


Oil production tax reports and payment 
due. 


Prizes and awards of theatres tax reports 
and payment due. 


December 31 
Chain store licenses expire. 





Gasoline distributors’ and users’ permits 
expire. 


Natural gas production tax report and pay- 
ment due. 


Oil carriers’ reports due. 


Permits of public utilities paying gross 
receipts taxes expire. 


UTAH 


December 5—— 


Monthly report of cold storage. ware- 
houses due. 


December 10—— 
Carriers’ use fuel tax report due. 
Liquor licensee reports due. 
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December 15—— 


Last installment of income (franchise) ta 
due. 














Use fuel tax report and payment due, Cigar 
December 26—— Moto: 














Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tay Decem! 






























































report and payment due. Use f 
December 31 Decem! 
Application for renewal of motor vehicle Gaso 
registration due. 
Contractors’ licenses expire. 
Explosives licenses expire. 
Licenses of dealers and manufacturers oj 
imitation milk expire. Decem 
Licenses of motor vehicle manufacturers § Brev 
transporters, dealers and wreckers ex. ta2 
pire. Win 
Real estate brokers’ and_ salesmen’s du 
licenses expire. 
Renovated butter licenses expire. Decen 
Slaughterhouse licenses expire. Sale 
Special motor vehicle plates expire. — 
Gas 





VERMONT 
December 10—— 



































Alcoholic beverage tax reports and pay- 
ment due. 
December 15—— 
Electric light and power companies’ re-§ Dece! 
port and tax due. Bee 
Income tax quarterly installment due. 
Dece 
December 20—— Int 
Alcoholic beverage manufacturers’ returns ¢ 
due. To 
December 30—— Dece 
Gasoline tax reports and payment due. Ge 
VIRGINIA 
December 10—— D 
Beer dealers, bottlers and manufacturers ” 
report due. C: 
December 20—— Dec 
Carriers gasoline tax reports due. D 
Use fuel tax reports and payment due. M 
December 31 a 
Gasoline tax reports and payment due. S 
U 
WASHINGTON V 
December 10—— 
Brewers’, distillers’, manufacturers’ and J De 
wineries’ reports due. ( 
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December 15—— 


Butter substitutes reports and payment 
due. 


Cigarette reports due. 
Motor vehicle fuel carriers’ reports due. 


December 20-—— 
Use fuel tax reports and payment due. 


December 26-—— 
Gasoline tax reports and payment due. 


WEST VIRGINIA 


December 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 


Winery and distillery licensees’ reports 
due. 


December 15—— 
Sales tax reports and payments due. 


December 30-—— 
Gasoline tax reports and payment due. 


December 31 
All intoxicating liquor licenses expire. 


WISCONSIN 
December 1 
Beer tax reports due. 
December 10—— 


Intoxicating liquor and wine tax reports 
due. 


Tobacco products returns due. 


December 20-—— 
Gasoline tax reports and payment due. 


WYOMING 


December 10-—— 
Carriers’ gasoline tax reports due. 


December 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 


Motor carriers’ report and compensatory 
fees due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports and 
Payment due. 
December 31 


Car companies assessment due. 
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STATEMENT OF THE OWNERSHIP, MAN- 
AGEMENT, CIRCULATION, ETC., RE. 
QUIRED BY THE ACTS OF CONGRESS 
OF AUGUST 24, 1912, AND MARCH 3, 1933 


Of Taxes—TuHeE Tax Macazine, published 
monthly at Chicago, Illinois, for October 1, 1945. 


State of Illinois \ ~ 
County of Cook : 


Before me, a Notary Public in and for the 
State and county aforesaid, personally appeared 
George J. Zahringer, who, having been duly 
sworn according to law, deposes and says that 
he is the Business Manager of Taxes—THE Tax 
MaGazineE, and that the following is, to the best 
of his knowledge and belief, a true statement of 
the ownership, management (and if a daily paper, 
the circulation), etc., of the aforesaid publica- 
tion for the date shown in the above caption, 
required by the Act of August 24, 1912, as 
amended by the Act of March 3, 1933, embodied 
in section 537, Postal Laws and Regulations, 
printed on the reverse of this form, to wit: 


_1. That the names and addresses of the pub- 
lisher, editor, managing editor, and business man- 
agers are: 


Publisher: Commerce Clearing House, Inc., 
Chicago 1, Illinois. 


Editor: Henry L, Stewart, Chicago 1, Illinois. 


Managing Editor: Henry B. Nelson, Chicago 1, 
Illinois. 


Business Manager: George J. Zahringer, Chi- 
cago 1, Illinois. 


2. That the owner is: (If owned by a corpo- 
ration, its name and address must be stated and 
also immediately thereunder the names and ad- 
dresses of stockhoiders owning or holding one 
per cent or more of total amount of stock. If 
not owned by a corporation, the names and ad- 
dresses of the individual owners must be given. 
If owned by a firm, company, or other unincor- 
porated concern, its name and address, as well 
as those of each individual member, must be 

iven.) Commerce Clearing House, Inc., 214 N. 

ichigan Ave., Chicago 1, Ill.; The Corporation 
Trust Co. (N. J.), 15 Exchange Place, Jersey 
City, N. J.; The Corporation Trust Co. (N. Y.), 
120 Broadway, New York, N. Y.; Justus L. 
Schlichting, Chicago, Ill, Mrs. Daryl Parshall, 
Millbrook, N. Y.; Oakleigh Thorne, Millbrook, 


3. That the known bondholders, mortgagees, 
and other security holders owning or holding 1 
per cent or more of total amount of bonds, 
mortgages, or other securities are: (If there are 
none, so state.) None. 


4. That the two paragraphs next above, giving 
the names of the owners, stockholders, and se- 
curity holders, if any, contain not only the list 
of stockholders and security holders as they ap- 
pear upon the books of the company but also, 
in cases where the stockholder or security holder 
appears upon the books of the company as trus- 
tee or in any other fiduciary relation, the name 
of the person or corporation for whom such trus- 
tee is acting, is given; also that the said two 
paragraphs contain statements embracing affiant’s 
full knowledge and belief as to the circumstances 
and conditions under which stockholders and se- 
curity holders who do not appear upon the books 
of the company as trustees, hold stock and secu- 
rities in a capacity other than that of a bona 
fide owner; and this affiant has no reason to be- 
lieve that any other person, association, or corpo- 
ration has any interest direct or indirect in the 
said stock, bonds, or other securities than as so 
stated by him. 


[Signed] George J. Zahringer, 
Business Manager. 


Sworn to and subscribed before me this 21st 
day of September, 1945. 


[Signed] Lester Johnson. 
(My commission expires Nov. 6, 1945.) 
[Seal] 
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December 10—— 


Last day for payment by employer to 
authorize depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 


December 15—— 


Corporation income tax and excess profits 
tax returns due for fiscal year ended 
September 30. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for 
fiscal year ended June 30, by general 
extension, with interest at 6% from 
September 15 on the first installment. 
Forms 1120 and 1121. 


Entire income-excess profits taxes or 
first quarterly installment due on re- 
turns for fiscal year ended September 30. 
Forms 1040, 1040A, 1041, 1120, 1121, 
1120H, 1120L. 


Entire income tax or first quarterly in- 
stallmerit due on returns of nonresidents 
for fiscal year ended June 30. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Fiduciary income tax return due for fiscal 
year ended September 30. Form 1041. 
Foreign corporations—see “Nonresident 
foreign corporations” and “Resident 

foreign corporations” below. 


Foreign partnership return of income due 
by general extension for fiscal year 
ended June 30. Form 1065. 


In the case of individuals who are required 
to file declarations of estimated tax and 
whose fiscal year began on October 1, 
due date for declaration and payment 
of one-quarter of balance (after deduct- 
ing estimated amount to be withheld 
during fiscal year) of the estimated tax 
for such fiscal year. 


Individual income tax return due for fiscal 
year ended September 30. Form 1040. 


Individual income tax returns due by 
general extension for fiscal years ended 
June 30, in case of American citizens 
abroad. Forms 1040 and 1040A. 





Last quarterly income-excess profits tay 
payment due for year ended Decembe 
31, 1944. Forms 1120H, 1120L, 1121, 


Last quarterly income tax payment due 
on returns of nonresidents for fiscal 
year ended September 30, 1944. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re 
turns due for fiscal year ended Septem 
ber 30. Form 1120L. 

Monthly information return of stock. 
holders and directors of foreign per- 
sonal holding companies due for 
November. Form 957. 

Nonresident alien individual income tax 
return due (business or office in U. S,) 
for fiscal year ended June 30. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended June 30. Form 
1040NB. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
June 30. Form 1120NB. 

Partnership return of income due for 
fiscal year ended September 30. Form 
1065. 

Resident foreign corporations—returns 
due for fiscal year ended June 30, by 
general extension. Forms 1120 and 1121. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended June 
30. Forms 1120, 1120H, 1120L, 1121. 

Stockbrokers’ monthly return of stamp 
account due for November. Form 838. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended 
March 31, 1945. Forms 1120, 1120H, 
1120L, 1121. 


December 20—— 


Monthly information return of ownership 
certificates and income tax to be paid 


at source on bonds due for November. 
Form 1012. 


December 30—— 


Returns of excise taxes due for November. 


Forms 726, 727, 728, 728(a), 729, 932. 
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